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PROHIBITING PRICE FIXING AND OTHER 
ANTICOMPETITIVE CONDUCT IN THE 
HEALTH INSURANCE INDUSTRY 


WEDNESDAY, OCTOBER 14, 2009 

U.S. Senate, 

Committee on the Judiciary, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:08 a.m., in room 
SD-226, Dirksen Senate Office Building, Hon. Patrick J. Leahy, 
Chairman of the Committee, presiding. 

Present: Senators Leahy, Kohl, Feinstein, Feingold, Schumer, 
Durbin, Whitehouse, Klobuchar, Kaufman, Franken, and Hatch. 

OPENING STATEMENT OF HON. PATRICK J. LEAHY, A U.S. 

SENATOR FROM THE STATE OF VERMONT 

Chairman Leahy. Good morning. Today we are going to focus on 
an issue that has certainly had my attention for a number of years, 
and that is the insurance industry’s exemption from the Federal 
antitrust laws. This exemption, since it was enacted in 1945, has 
served the financial interests of the insurance industry, but I do 
not see where it has helped the consumers at all. 

For the past several months, our Nation has debated how best 
to reform our health care system. Three House Committees and 
two Senate Committees have spent countless hours trying to an- 
swer the question of how best to introduce competition and make 
health insurance affordable for all Americans. Now, in this debate, 
it is important to remember that under current law the health in- 
surance industry does not have to play by the same rules of com- 
petition as do other industries. 

The lack of affordable health insurance plagues families through- 
out our country. The rising prices that hospitals and doctors pay 
for medical malpractice insurance drains resources that could oth- 
erwise be used to improve patient care. Even in my State of 
Vermont, where there are very few lawsuits, and virtually no large 
recoveries on malpractice, the malpractice insurance, you would 
think you were in California. And the insurance companies will not 
tell anybody why they have to charge those premiums. Antitrust 
oversight in these industries would provide consumers with con- 
fidence that insurance companies are not colluding to raise prices 
artificially. 

There is no justification for health insurers engaging in egregious 
anticompetitive conduct to the detriment of consumers. Price fixing, 
bid rigging, and market allocation are per se violations of our laws 

( 1 ) 
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precisely because there is no procompetitive justification for them. 
Other companies in all other industries have to follow these rules, 
and there is no reason why health insurers should be accorded im- 
munity to engage in what would be illegal conduct if being done by 
any other company. Our bill would fix this anomaly in the law once 
and for all. I believe it would lead to more competition and lower 
insurance costs, and basically what it says is that nobody is above 
the law. If the laws are good for every other company, every other 
industry, why shouldn’t they be good for the insurance industry? 

But what has happened, the insurance industry, instead of work- 
ing to justify this very special exemption, they have used its enor- 
mous influence to maintain a special, statutory exemption from 
Federal antitrust laws and the protections they provide. And while 
the insurance industry hides behind the exemption, patients and 
doctors have continued paying artificially inflated prices, as costs 
continue to rise at an alarming rate. 

Now, the cost spiral is just fine for the insurance companies. 
They make huge profits. But it punishes patients, it punishes 
American businesses large and small, and taxpayers. And I think 
while it would be very easy to say there is no justification for the 
antitrust exemption, they will fight like mad for it because it keeps 
insurance premiums high. But when we are debating reform efforts 
to check spiraling costs and expand Americans’ access to quality, 
we should not have this antitrust exemption. 

Last month, I introduced the Health Insurance Industry Anti- 
trust Enforcement Act of 2009, and that would repeal the antitrust 
exemption for health insurance and medical malpractice insurance 
providers. The Majority Leader is a cosponsor of this legislation, as 
are six other members of the Committee — Senators Feinstein, Fein- 
gold, Schumer, Durbin, Specter, and Franken. It just says we will 
have the same basic rules of fair competition apply to insurers in 
the health industry that apply to everybody else. 

Last Congress, Senator Trent Lott, the former Senate Republican 
Leader, and others on both sides of the aisle joined me in intro- 
ducing a much broader repeal of the insurance industry’s antitrust 
exemption. The one we are introducing now is a scaled-down 
version of that. 

I do not see how somebody can say with a straight face that they 
should not be subject to the same antitrust laws as everyone else. 
If they are operating in an appropriate fashion, then they have got 
nothing to fear. 

So I would hope this would be a key part of health programs. 
There is more, and I will put my full statement in the record. 

[The prepared statement of Chairman Leahy appears as a sub- 
mission for the record.] 

Chairman Leahy. I know we want to hear certainly from Senator 
Hatch and the Chairman of the Antitrust Subcommittee, Senator 
Kohl. Go ahead. 

Senator Hatch. Do you want to go to Senator Kohl first? 

Chairman Leahy. No. Go ahead. 
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STATEMENT OF HON. ORRIN G. HATCH, A U.S. SENATOR FROM 
THE STATE OF UTAH 

Senator Hatch. Thank you, Mr. Chairman, and welcome, Assist- 
ant Attorney General Varney. We appreciate you. 

Thank you, Mr. Chairman. I want to thank the members of this 
distinguished panel of witnesses for appearing here today, includ- 
ing the Senate Majority Leader and the Assistant Attorney Gen- 
eral. These are indeed important issues, and it is my hope that we 
can have an open and honest discussion. 

Throughout this current health care debate, we have seen no 
small amount of partisan wrangling and disagreement. Now, this 
is to be expected when we are discussing issues about which Mem- 
bers of Congress have strong philosophical differences and really 
where one-sixth of the American economy is included. However, de- 
spite these differences, I believe that we all want to see the same 
results — namely, reduction in the cost of health care in America. 

None of us are indifferent to those in our Nation who are facing 
mounting medical costs. We simply disagree as to what is the best 
role for the Federal Government to play in addressing these costs, 
and that is what brings us to today’s hearing. 

Today we are discussing the effect of the antitrust exemptions 
enjoyed by the insurance industry which were put in place by the 
McCarran-Ferguson Act. This is not a new debate, and I believe 
that for most of us past discussions on this topic will inform the 
current one. 

Let me make my position clear. I believe that the essence of cap- 
italism in our free market system is competition. I believe our anti- 
trust laws, if properly and vigorously enforced, enhance this funda- 
mental element of our economic system. 

In my mind, there are few exceptions to the notion that when 
companies compete with one another, consumers benefit. I believe 
that is true in the insurance industry as in any other. That being 
the case, I remain open to considering any reform measures that 
will promote competition in the insurance sector. And while this 
may include reforms of McCarran-Ferguson to prevent actual 
abuses of the current system, I have as of yet seen little evidence 
to justify a complete repeal of the antitrust exemption for the in- 
surance industry. 

Now, this is true for a few reasons. First, I believe we need to 
ensure that small insurance providers and independent agents are 
able to remain competitive in the insurance market. McCarran-Fer- 
guson has allowed these providers to collaborate in certain areas 
such as the evaluation-of-loss data, which is vital to setting insur- 
ance rates. Smaller providers simply do not have sufficient data on 
their own to remain competitive in the insurance market. A com- 
plete repeal of McCarran-Ferguson would, therefore, result in 
fewer, smaller competitors, leaving the market for the larger firms. 

Second, I believe limited collaboration between even large com- 
petitors can result in lower prices for consumers. I think that the 
data has shown that a ban on collaboration in the insurance indus- 
try could result in higher costs for insurers which will undoubtedly 
be passed on to our consumers. That said, McCarran-Ferguson was 
put in place to allow some level of collaboration and to ensure that 
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States play the primary role in regulating the insurance industry, 
not to exempt insurance companies from the need to compete. 

So, in the end, I believe any discussion of repealing the antitrust 
exemption should he coupled with actual data that the current 
market is not competitive. I hope that instead of demonizing the 
insurance industry simply because it is currently unpopular and an 
easy target will not take precedence over a robust discussion of the 
actual state of the insurance market. 

I would also like to take a minute to discuss this Committee’s 
role in the overall health care debate. Last week, for the first time 
the Congressional Budget Office released a report addressing the 
costs of defensive medicine in our health care system and the po- 
tential for tort reform to reduce those costs. Defensive medicine, as 
we all know, are those procedures and treatments which are redun- 
dant and often inappropriate that doctors perform not to improve 
the health of their patients but to avoid malpractice lawsuits. The 
CBO’s letter on this issue came just a few weeks after President 
Obama mentioned it in the most recent address to Congress, and 
I am talking about avoiding really wrongful medical liability law- 
suits that are brought mainly to get the defense costs, which are 
extensive in almost every medical liability case. 

According to the CBO, tort reform measures would reduce the 
Federal deficit by $54 billion over 10 years, and the private sector 
would see even more savings — $11 billion this year alone. These 
are not insignificant figures, and I believe that there is ample data 
demonstrating that the savings to our overall health care system 
would be even larger. Yet it appears that the President and the 
majority in Congress would rather pay lip service to this issue 
rather than enact real reforms. 

For my part, it is very frustrating, having worked on the health 
care bills in both the HELP and Finance Committees, hearing time 
and again from members of the majority that reforming the med- 
ical malpractice liability system was a worthy endeavor but outside 
those committees’ jurisdictions. And here we are in the Judiciary 
Committee, the Committee with jurisdiction on these issues, and 
the majority has apparently decided to once again pass on the op- 
portunity to address this important matter. 

A few weeks ago, former DNC Chairman and physician Howard 
Dean was speaking at a town hall meeting on health care. In that 
meeting, he was asked why the House’s health care bill did not in- 
clude any reforms to the medical malpractice system. In a rare mo- 
ment of candor on this issue, he stated that no such reforms were 
in the bill because “the people that wrote it did not want to take 
on the trial lawyers in addition to everyone else they were taking 
on.” He was very frank about it. 

I had hoped that, at least with regard to the Senate’s health care 
efforts, this statement would not hold true. But after seeing this 
Committee literally pay only lip service to the problem, I have to 
conclude that Governor Dean was speaking for both the House and 
the Senate. However, I am aware that this is not the subject of to- 
day’s hearing, and I will not take up any more of the Committee’s 
time discussing that particular issue. 

But this is an important hearing. I can only be here a short time, 
but I appreciate you holding it, Mr. Chairman, and I appreciate our 
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Chairman of the Subcommittee, Senator Kohl, and, frankly, appre- 
ciate virtually everybody on this Committee. 

Chairman Leahy. Well, thank you. And, of course, the reason 
why malpractice was not in the Finance Committee bill is that it 
does not have jurisdiction over that issue. We do. I am happy to 
look at that or any other thing, but 

Senator Hatch. Well, I would like you to do that. 

Chairman Leahy. But I am not going to look at it absent legisla- 
tion that will give us some honest accounting from the insurance 
companies. This antitrust exemption really is a significant part of 
health care legislation, but within our jurisdiction. 

Senator Kohl. 

STATEMENT OF HON. HERB KOHL, A U.S. SENATOR FROM THE 
STATE OF WISCONSIN 

Senator Kohl. Thank you, Mr. Chairman. We meet today to ex- 
amine the state of competition in the health insurance market, a 
topic of great interest to all Americans who are contending with 
rising health care costs as well as rising health insurance pre- 
miums. Ms. Varney, we are particularly pleased to see you here 
today. 

Now, as health care costs continue to rise, consumers face ever 
increasing premiums. A recent study by the Kaiser Family Founda- 
tion found that health insurance premiums have risen by over 120 
percent in the past decade. The burden of rising insurance rates is 
borne by millions of families and individuals all across our country 
and also by large and small businesses who find it increasingly dif- 
ficult to offer health insurance for their employees. 

Health insurance consolidation has left consumers and busi- 
nesses with fewer choices, leading to higher prices and to what 
many believe to be a decline in coverage. There can be no doubt 
that vigorous competition in the health insurance industry is essen- 
tial to lower health insurance premiums for consumers as well as 
businesses. 

In this industry, as in all others, a healthy dose of competition 
is the best remedy for that which ails American consumers. We 
need to ensure that our antitrust enforcement agencies are paying 
close attention to competition in this industry and are prepared to 
take enforcement action where necessary. At the same time, we 
need to recognize the important role of State regulation in the in- 
surance industry as well as the needs of insurance companies to 
share information and risk-of-loss data, particularly small compa- 
nies who rely on this information in order to compete with larger 
established companies. 

I am also glad Ms. Varney is here today because I want to ask 
her about the state of competition in agriculture, particularly in 
the dairy industry. Our small dairy farmers are facing increasing 
consolidation among milk processors, resulting in little choice of 
whom to sell their milk or at what terms. I am interested to learn 
what steps, Ms. Varney, you are planning to take to promote more 
competition in this industry. Again, we thank you for being here 
today and look forward to your testimony. 

Chairman Leahy. Before we turn to Ms. Varney, I will ask con- 
sent to put in the record a letter from the American Hospital Asso- 
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ciation, which states in the context of health care reform, this bill, 
the insurance industry bill, “should help to achieve the goal of fair 
play by eliminating antitrust protection for price-fixing, bid-rigging, 
and market allocation activities, which would undermine the suc- 
cess of a health insurance exchange and the coverage it promises 
for millions of Americans.” 

[The letter appears as a submission for the record.] 

Chairman Leahy. I will also ask consent to put in the record a 
resolution from the National Association of Attorneys General 
which represents State Attorneys General throughout the country, 
and they state that the association supports repeal of the 
McCarran-Ferguson Act’s exemption for the business of insurance 
from Federal antitrust laws. There have been others that have sub- 
mitted statements. Those will be put in the record. 

[The statement appears as a submission for the record.] 

Chairman Leahy. Ms. Varney is the Assistant Attorney General 
for the Antitrust Division, United States Department of Justice. 
Prior to joining the Department of Justice, she was a partner at 
the Washington, D.C., firm of Hogan & Hartson. She was a mem- 
ber of the Antitrust Practice Group. She was head of the Internet 
Practice Group. She served as a Commissioner at the Federal 
Trade Commission from 1994 to 1997, where she was the leading 
official in a variety of Internet competition issues. She served as a 
Special Assistant to the President and Secretary of the Cabinet. 
She received her bachelor’s degree from the State University of 
New York at Albany and her law degree from Georgetown Univer- 
sity, which, of course, always makes me happy. 

Ms. Varney, please go ahead. 

STATEMENT OF CHRISTINE A. VARNEY, ASSISTANT ATTORNEY 

GENERAL, ANTITRUST DIVISION, U.S. DEPARTMENT OF JUS- 
TICE 

Ms. Varney. Thank you. Senator. Good morning, Mr. Chairman 
and members of the Committee. I am pleased to be here today to 
discuss the McCarran-Ferguson Act’s antitrust immunity for the 
business of insurance. 

Chairman Leahy. Bring your microphone just a little bit closer. 

Ms. Varney. The McCarran-Ferguson Act was designed to dele- 
gate to the States the authority to regulate and tax the business 
of insurance. It also created a broad antitrust exemption based on 
State regulation. 

Repeal or reform of the broad antitrust exemption currently en- 
joyed by the insurance companies has been a perennial subject of 
interest. Most recently, the Antitrust Modernization Commission 
reviewed whether the McCarran exemption is necessary to allow 
insurers to collect, aggregate, and review data on losses. The AMC 
found that the exemption is no longer necessary. The AMC con- 
cluded that insurance companies “would bear no greater risk than 
companies in other industries engaged in data sharing and other 
collaborative undertakings,” and noted like all potentially beneficial 
competitor collaborations such data sharing would be assessed by 
antitrust enforcers and the courts under a rule of reason. Such an 
assessment would fully consider the potential procompetitive ef- 
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fects of such conduct and condemn it only if, on balance, it was 
anticompetitive . 

The Department is generally opposed to exemptions from the 
antitrust laws. The antitrust laws reflect our society’s belief that 
competition enhances consumer welfare and promotes our economic 
and political freedoms. Exceptions from that policy should be — and 
fortunately are — relatively rare. Those who advocate the creation of 
a new antitrust exemption, or the preservation of a longstanding 
exemption such as the McCarran-Ferguson Act, bear a heavy bur- 
den in justifying that exemption. 

The McCarran exemption has been subject to criticism as to its 
results. One antitrust treatise notes that under McCarran, the 
presence of even minimal State regulation, even on issues unre- 
lated to the antitrust suit, is generally sufficient to preserve immu- 
nity. Indeed, the case law can be read as suggesting that the Act 
precludes Federal antitrust action whenever there is a State regu- 
latory scheme, regardless of how perfunctory it may be. It is fair 
to say that the McCarran exemption is very expansive with regard 
to anything that may be the business of insurance, including pre- 
mium pricing and market allocations. As a result, the most egre- 
giously anticompetitive claims, such as naked agreements fixing 
price or reducing coverage, are virtually always immune from anti- 
trust prosecution. 

Concerns over the exemption’s effects are especially relevant 
given the importance of health insurance reform to our Nation. 
There is a general consensus that health insurance reform should 
be built on a strong commitment to competition in all health care 
markets, including those for health and medical malpractice insur- 
ance. Repealing the McCarran-Ferguson Act would allow competi- 
tion to have a greater role in reforming health and medical mal- 
practice insurance markets than would otherwise be the case. 

In evaluating the need for an antitrust exemption, the Congress 
should also consider the flexible nature of the antitrust laws as in- 
terpreted in recent cases. These cases allow for a rule-of-reason re- 
view. An assertion that particular procompetitive behavior would 
violate the antitrust laws and, thus, should be exempted fails to 
take into account the economically sound competitive analysis that 
is used today to carefully circumscribe per se rules. 

The flexibility of the antitrust laws and their crucial importance 
to the economy argue strongly against antitrust exemptions that 
are not clearly and convincingly justified. 

There are strong indications that the possible justification for the 
broad insurance antitrust exemption in McCarran when it was en- 
acted in 1945 are no longer valid. To the extent that the exemption 
was designed to enable the States to continue to regulate the busi- 
ness of insurance, it is no longer necessary. The state action doc- 
trine was undeveloped in 1945. Today that state action doctrine al- 
lows a State to immunize what the antitrust laws may otherwise 
proscribe. 

The application of the antitrust laws to potentially procom- 
petitive collective activity has also become far more sophisticated 
in the 62 years since McCarran was enacted. Some forms of joint 
activity that might have been prohibited under earlier, more re- 
strictive doctrines are now clearly permissible, or at the very least 
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analyzed under a rule of reason that takes appropriate account of 
the circumstances and efficient operation of a particular industry. 
Thus, there is far less reason for concern that overly restrictive 
antitrust rulings would impair the insurance industry’s efficiency. 

In sum, the Department of Justice generally supports the idea of 
repealing antitrust exemptions. However, we take no position as to 
how and when Congress should address the issue. In conjunction 
with the administration’s efforts to strengthen insurance regulation 
and the States’ role in setting and enforcing policies, the Depart- 
ment supports efforts to bring more competition to the health in- 
surance marketplace that lowers costs, expands choice, and im- 
proves quality for families, businesses, and Government. As you 
know, the administration has been working closely with the Con- 
gress to enact health care reform that lowers costs and offers af- 
fordable coverage to all Americans. Yesterday, the Senate Finance 
Committee became the fifth and final Committee to report out a 
health reform bill. The President has said that these reforms will 
greatly benefit Americans from all walks of life, as well as the 
economy as a whole. We know that you share this goal, and we 
look forward to working with you and your colleagues in achieving 
our common objectives. 

Mr. Chairman, this concludes my prepared statement. I would be 
happy to address questions. 

[The prepared statement of Ms. Varney appears as a submission 
for the record.] 

Chairman Leahy. Thank you. 

Before we go to questions, Ms. Varney, Senator Reid, the Major- 
ity Leader, is here, and I know he is juggling about 12 other things 
for being here. So I am going to yield to Senator Reid. 

STATEMENT OF HON. HARRY REID, A U.S. SENATOR FROM THE 

STATE OF NEVADA 

Senator Reid. Mr. Chairman, thank you very much for allowing 
me to testify. I appreciate the members of the Committee and the 
Ranking Member for listening to me. 

Mr. Chairman, you and I had the good fortune to serve in the 
Senate with Paul Simon. I had the good fortune of serving with 
him, the Senator from Illinois. He and I were lieutenant Governors. 
We served in the House together, and he is one of my favorite peo- 
ple I have ever dealt with in Government. And he had a lot of 
causes. That is who Paul Simon was. But the one cause that he 
talked about incessantly was to get rid of the McCarran-Ferguson 
anticompetitive provision that allows — they have this blanket anti- 
trust exemption. It is something that should have been done a long 
time ago. I do not know what Pat McCarran had in mind when he 
lent his name to this, but that is a story for another day. 

And, Mr. President — or, Mr. Chairman, I am sorry, one needs 
only to read the news today and find out what is going on around 
the country today with the barrage of paid advertisements the in- 
surance industry is doing now to prevent a health care bill from 
passing. They really are desirous of continuing their monopoly they 
have in America today. 

There is not anything we could do to satisfy them in this health 
care bill. Nothing. If we did this, they would want that. They are 
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so anticompetitive. Why? Because they make more money than any 
other business in America today. 

I have received hundreds and hundreds of letters, probably now 
in the thousands of e-mails, from constituents who are concerned 
about adequate health care. One of my constituents in Boulder 
City, Nevada, runs a small business. She is paying a huge amount 
of money each month for the most basic health care package she 
could find. Her rates keep going up. No other company will insure 
her. 

Another of my constituents, a psychologist who runs a small 
practice with a handful of employees, has always paid 100 percent 
of his workers’ health care costs. The insurance company he uses 
has decided to raise its rates almost 50 percent-46 percent to be 
exact. He cannot afford this, and he will join the ranks, as will his 
employees, of the uninsured, because there is no option, public or 
otherwise. 

Free competition is fundamental to our economy and essential to 
the American character that we have developed in these 200-plus 
years. 

It is one of the most important decisions that we make, and that 
is, to make sure the insurance industry is playing by the same 
rules as everyone else and that they are subject to competition. 

What a sweet deal they have, Mr. President. 

Competition is what allows great ideas to flourish, and it im- 
proves prices and quality for consumers. It allows new businesses 
to enter the market. It gives incentives to entrepreneurs. It fuels 
innovation. 

America’s free and open marketplace gives consumers choices 
and encourages risk taking, and it has been the birthplace of the 
greatest economy in the history of the world. 

That is why we have Federal laws that prohibit price fixing, bid 
rigging, and collusion between companies within an industry. 
When companies are forced to compete with one another, the 
American people benefit. This is not a Democratic Party idea. This 
first came about with a Republican — Theodore Roosevelt, the trust 
buster. These are financial trusts, not personal trusts. 

Take health insurance as an example. 

Providing this blanket exemption for insurance companies to 
antitrust laws has been anticompetitive and damaging to the 
American economy, and that is a gross understatement, I repeat. 
Health insurance premiums have continued to rise at a rapid rate, 
forcing businesses to cut back on health insurance coverage and 
forcing many families to choose between health insurance and basic 
necessities. 

Mr. Chairman, employers do not have health insurance because 
they are cheap or mean. They cannot afford it. 

All too often, working families have to forego health insurance. 
In fact, the primary reason people are uninsured is due to the high 
and escalating costs of health insurance. 

I think it speaks volumes to find out that last year in America 
three-quarters of a million people filed bankruptcy because of their 
medical bills. Next year it will be the same, probably more. 

The increasing costs impact the costs of Government health pro- 
grams like Medicare and Medicaid and the costs of providing 
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health insurance to Federal Government employees. And despite 
rising costs, insurance companies are underpaying doctors for their 
services with many of the monopolistic practices they have devel- 
oped. 

Remember the movie — Jack Nicholson was in it, and there was 
a point in there where they were bashing managed care, and audi- 
ences all over America cheered when that part came up in the 
movie. Why? Because people hate what is happening to them. They 
have no control. 

Insurance companies have become so large they dominate entire 
regions of the country, and that is what you would expect when you 
see an industry protected from the antitrust laws. You see, I re- 
peat, insurance companies becoming so large they dominate an en- 
tire region of the country. They not only damage general busi- 
nesses; they prevent insurance companies from starting up. 

They have become so dominant that they dictate business prac- 
tices. They are so influential that they exert tremendous influence 
over public policy, as seen by the millions of dollars they are spend- 
ing today in America bashing the health care programs that we are 
trying to initiate. 

In particular, exempting health insurance companies has had a 
negative effect on the American people, and that is a gross under- 
statement. Health insurance companies have so much authority 
that they often dictate what course of treatment patients receive. 

When you do have health insurance, more than 30 percent of the 
claims made are turned down. They have armies of people figuring 
out ways not to pay people for something that happens to them in 
the way of a medical treatment. Health insurance monopolies 
should not be making health insurance — I am sorry. Health insur- 
ance monopolies should not be making health care decisions for pa- 
tients — and for doctors. No one should come between a patient and 
their doctor when it comes to making health care decisions, but in 
America, the insurance companies come between them millions of 
times a day. 

Patients should be able to choose, just like Members of Congress 
are able to choose, from a variety of different health care plans. 
There is no reason why insurance companies should be allowed to 
form monopolies and dictate health choices. 

I so appreciate, Mr. Chairman, your sponsoring this legislation. 
The minute I saw it, I could not get to my staff quickly enough to 
make me happy to join with you. 

There is no reason why the insurance companies should have ex- 
emption from antitrust laws, this blanket exemption. And, you 
know, they have the audacity to say, “Well, we are subject to the 
antitrust laws of States.” That is laughable. 

To the extent insurance companies need to share information to 
provide their services, let them do what other industries have to 
do; they are no different than any other business: Seek prior au- 
thorization and guidelines from the Department of Justice and oth- 
ers for how they can work together. This guise they have used for 
decades saying, “Well, we cannot share information if we do not 
have this monopoly.” I am sure that the automobile industry felt 
the same way. Lawyers feel the same way. Doctors, hospitals all 
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feel the same way. But they are subject to the law, and so should 
these insurance companies be. 

They should be subject to the same Federal oversight as every 
other industry. Their price-setting and information-sharing prac- 
tices should not be permitted to take place out of public view, but 
should be brought out into the light of day. 

So I urge all of my colleagues on this Committee and in the Sen- 
ate to get this out of Committee as quickly as possible and let us 
pass it. 

Now, the reason they are so upset and the reason they are run- 
ning these ads is the bill that came out of the Finance Committee 
chips away at this monopoly that they have, and they hate that. 
They want to be untouched, as they have been for 60 years. So as 
far as doing something to help the American people, Mr. President, 
there are a lot of things we can do. But your sponsoring this bill 
and getting this out of this Committee sends a tremendous mes- 
sage, an important message to the American people, and the people 
of Vermont are proud of you, as well they should be, for this and 
other reasons. 

[The prepared statement of Senator Reid appears as a submis- 
sion for the record.] 

Chairman Leahy. Thank you. Thank you, Mr. Leader. It is inter- 
esting. As I said before, your predecessor as Majority Leader, Sen- 
ator Lott, had been a sponsor of this. You were a sponsor of this. 
It is a bipartisan — I think it is a nonpartisan thing. Basically what 
we are saying is everybody should be subjected to the laws. And 
if you are obeying the law, if you are following the law, if you are 
not breaking the laws that are set up to protect consumers, you 
have got nothing to fear. So that is all we are saying. 

Unless there is a question of the Leader, I know you have to go 
back. Senator Reid, so thank you very much for taking the time to 
be here. 

Ms. Varney, I also want to thank you for being here. Did you fin- 
ish your statement? 

Ms. Varney. I did. I guess it was not that memorable. 

Chairman Leahy. I know that you offered to yield to Senator 
Reid. 

Ms. Varney. I did. He declined. 

Chairman Leahy. He let you go ahead. That prairie way of being 
sure to give everybody a chance. It sounds like somebody took the 
cork out of the bottle. 

[Laughter.] 

Chairman Leahy. I do appreciate your being here. You know, I 
have said this to you before privately, and I said it to you in 
Vermont. But I am glad to see the administration taking antitrust 
enforcement so seriously. You have announced the intention to be 
tough on antitrust enforcement. You are showing it. 

A few weeks ago, you were in Vermont at a Judiciary hearing to 
discuss competition issues in the dairy industry. That hearing was 
very compelling. It was of interest to many of us on this Com- 
mittee. Having you here is very helpful. 

You said that the Antitrust Division is suspect of antitrust ex- 
emptions generally. Are there any procompetitive justifications for 
allowing price fixing, bid rigging, and market allocation to the 
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health insurance and medical malpractice industries? Is there a 
reason that would help the consumers to have those exemptions? 

Ms. Varney. Well, Senator, I think historically there was a view 
that you had to he able to share risk and loss data over time in 
order to come up with future projections. I think that concern is 
largely alleviated now because in many, many industries, as Sen- 
ator Reid noted, you can absolutely share historical data, and so 
long as you are sharing it on a blinded basis, you can use it to 
project future trends. 

So I do not think that the reasons that were in existence in 1945 
are still very viable to justify this exemption. 

Chairman Leahy. A lot of industries share safety data, for exam- 
ple, do they not? 

Ms. Varney. Yes, they do. 

Chairman Leahy. The legislation I introduced, the Health Insur- 
ance Industry Antitrust Enforcement Act, only repeals the 
McCarran-Ferguson exemption for what I think we would all agree 
are egregious violations of the antitrust laws — price fixing and bid 
rigging and market allocation. Why would somebody object to that? 

Ms. Varney. I do not know that they would. Senator. I certainly 
would not. 

Chairman Leahy. The insurance companies apparently do, ac- 
cording to what Senator Reid and others have said. 

Ms. Varney. Well, again, I think that it is time for everybody to 
realistically assess how you can share information. We see it in 
many, many industries. There is no prohibition in the antitrust law 
on sharing historical data. There is no prohibition on coming up 
with future trend projections, so long as it is blinded so you cannot 
tell whose data are whose. And it happens across the board. It hap- 
pens in the lumber industry, in the paper industry, in the safety 
industries. Law firms share historical data to project the future. I 
mean, data sharing is a well-recognized undertaking that, when 
done appropriately, when you are not talking about fixing price, 
when you are not talking about allocating markets, is absolutely 
permissible under the law. 

Chairman Leahy. Your State colleagues. State Attorneys Gen- 
eral — I mentioned the resolution which I put in the record from the 
National Association of Attorneys General, and they have ex- 
pressed their support for the repeal of McCarran-Ferguson. Now, 
how do you go about working with them? How does the Federal 
Government, the Attorney General’s office, how do you work with 
other attorneys general in the States on anticompetitive antitrust 
matters? 

Ms. Varney. Well, we work very closely. I was just last week in 
New York at a meeting of several of the Attorneys General where 
we were outlining areas that we could beneficially work together. 
One I think we are all interested in, particularly you. Senator 
Kohl, is agriculture, and in any area where the State Attorneys 
General are the front line of what is happening to consumers, that 
is an area where we can work very closely with them. There is a 
long tradition of something called “multi-state task force,” where 
several attorneys general can come together and agree with the De- 
partment of Justice that we will coordinate an investigation or a 
prosecution, share data, share resources. Oftentimes, the States 
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like us to take the lead because we may have more resources. 
Other times, particular States may have more expertise, and we 
will support them. But we work very closely with the State attor- 
neys general, and this is an area that we would work closely with 
them. 

Chairman Leahy. I see a high concentration, I see a lack of com- 
petition in the medical insurance market. You cannot look at that 
today because of the antitrust exemption. If the antitrust exemp- 
tion was removed, is that something that would at least have in- 
quiry or review by the Department of Justice? 

Ms. Varney. Yes, Senator, I am also aware that in several re- 
gions there is a very high concentration, and as we have talked 
about before, in any industry where you see significant concentra- 
tion, whether it is regionally or nationally, you want to look very 
carefully at what are the competitive effects of such concentration, 
so yes. 

Chairman Leahy. Thank you. 

Senator Kohl. 

Senator Kohl. Thank you very much, Mr. Chairman. 

Ms. Varney, according to the AMA, in the past 12 years out of 
400 health insurance mergers, the Justice Department challenged 
only two. At the same time, health insurance premiums have risen 
120 percent over the past decade. Many industry observers blame 
sharp industry consolidation for these rising premiums. 

Do you believe that antitrust enforcement officials could have 
done more to prevent health insurance industry consolidation? And 
what is your view of the record of antitrust enforcement in the 
health insurance industry in recent years? 

Ms. Varney. Well, Senator, clearly there is significant concentra- 
tion in the health insurance market in certain regions. As you 
know, I have been at the Division just 6 months, and I was not in- 
volved in any of the prior reviews of health insurance mergers, so 
I cannot comment specifically on why they were let through or why 
they were not challenged. 

I can say that as we continue to look in very concentrated mar- 
kets, there is real cause for concern when you are reducing com- 
petition in those markets. On the other hand, there are some geo- 
graphic markets which are very competitive, where there are mul- 
tiple players, and you may see a case where you have a smaller in- 
surance company that may not be able to compete effectively where 
there is robust competition. 

So there can be reasons why you might see an acquisition, but 
certainly particularly in areas of high concentration, I would be 
very skeptical that there would not be a reduction in competition. 

Senator Kohl. Ms. Varney, dairy farmers across our country are 
facing acute economic pain, as I am sure you are well aware. They 
are being battered by a “perfect storm” of high input costs and his- 
torically low dairy prices. They have lost more than $4 billion in 
their equity. Their stories are compelling and painful, and we clear- 
ly have to find a better system. 

As you know, there is a lot of complexity in dairy markets, and 
there is growing concern that concentration and consolidation on 
the processor side is hurting dairy farmers a lot. 
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Some time ago, you and the Secretary of Agriculture announced 
a series of workshops to look specifically at antitrust in agriculture. 
I would like an update on your progress and a commitment that 
at least one of your workshops will delve specifically into dairy 
issues. Hopefully a workshop of that sort might occur in the State 
of Wisconsin. I would like some comment from you on that issue 
as well. 

Ms. Varney. Absolutely, Senator. Well, we actually went to 
Vermont a few weeks ago — although Vermont was a field hearing 
of this Committee, and talked with the dairy farmers there and 
began to get a real understanding of the reality of their day-to-day 
life and how difficult it is to maintain their farms. 

We are starting our own field hearings early in the spring with 
the Secretary of Agriculture. This has never been done before that 
the Department of Justice and the Department of Agriculture have 
jointly examined concentration in the agriculture industry. We are, 
of course, looking at dairy. It is at the top of our list. For dairy 
farmers I met in Vermont, it was so clear to me that they needed 
action; otherwise, they were not going to be able to stay in busi- 
ness. 

So we will be in Wisconsin. We will be looking at dairy. I will 
keep you fully apprised of what we are finding. And, of course, I 
cannot comment on whether or not we have any investigations on- 
going. 

Senator Kohl. Well, it is good to know that you will be out in 
Wisconsin with a field hearing. 

Ms. Varney. I will. 

Senator Kohl. Ms. Varney, at your confirmation hearing, we dis- 
cussed my bill to eliminate the wholly unwarranted antitrust ex- 
emption enjoyed by the freight railroad industry. 

Ms. Varney. Right. 

Senator Kohl. Because of this exemption, rail shippers have 
been victimized by the conduct of dominant railroads and have no 
antitrust remedies. Higher rail shipping costs are passed along to 
consumers, resulting in higher electricity bills, higher food prices, 
and higher prices as well for manufactured goods. 

I was pleased that you stated at your confirmation that you sup- 
port the bill, but we have asked the Justice Department for a letter 
in support of our railroad antitrust bill now for more than a year. 
Can we expect such a letter from the Department soon? 

Ms. Varney. Well, as you know. Senator, the administration has 
not yet taken a position on any particular antitrust exemption bill, 
and they have not taken a position on the railroad bill. I continue 
to be very interested in this matter and continue to talk with your 
staff and the Committee staff about this issue, as well as bring it 
to the attention of everyone in the administration who is consid- 
ering these issues. 

Senator Kohl. Thank you so much, and thank you, Mr. Chair- 
man. 

Chairman Leahy. Thank you very much. 

Senator Feinstein. 

Senator Feinstein. Thank you very much, Mr. Chairman. I 
would like to just indicate my very strong support for your bill. 
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I am deeply concerned about the medical insurance marketplace. 
I believe it lacks a moral compass. I believe what has happened in 
my State is untenable, and let me say a little bit about what I 
think has happened. 

Two large health insurers — namely, Anthem Blue Cross and Kai- 
ser Permanente — now control 58 percent of the market in the en- 
tire State. In smaller markets, like Salinas, the top two companies 
control up to 80 percent of the market. In the last 8 years, profits 
of the publicly owned medical insurance companies have increased, 
I understand, around 428 percent while premiums have escalated 
dramatically, doubling all across the State. 

I cannot tell you how many times when I go home people come 
up to me and say, “I just got a 20-percent increase in my premium. 
I cannot handle it. Last year I had a 10-percent increase.” And the 
fact of the matter is, you know, as you get older, most people have 
some condition or another. So premiums are out of hand. I think 
CEO salaries are out of hand. I think administrative costs, running 
about 23 percent, are out of hand. 

My bottom-line belief is that the health care medical insurance 
industry should be nonprofit in the United States, and the more I 
read about other countries, the more this view is supported in my 
own mind. 

To me, this bill is one small step we can take to send a very loud 
signal to the medical insurance industry that times have got to 
change. People cannot absorb it, and particularly in my State. I 
think this bill really is necessary. I think it is a bill whose time 
has come. I hope we pass it very speedily. And, Ms. Varney, I hope 
your Department takes a very, very affirmative position. 

I can speak for a State that is almost 40 million people now. 
Health care costs are high. Premium costs are out of sight. And we 
have got huge unemployment. So it is a highly concentrated mar- 
ket any way you look at it. 

So I would just like, Mr. Chairman, without asking any ques- 
tions, to say I am 100 percent behind this bill, and I thank you. 

Chairman Leahy. Thank you, and if that is a problem in a State 
as huge as California, you can imagine what it is like in a small 
State like mine or others. 

Senator Feingold is not here. Senator White house. 

Senator Whitehouse. Mr. Chairman, may I yield to the Assist- 
ant Majority Leader who is with us? 

Senator Durbin. Go ahead. 

Senator Whitehouse. Are you sure? All right. 

Chairman Leahy. That is going to cost you later on, but go 
ahead. 

[Laughter.] 

Senator Whitehouse. Ms. Varney, the AMA has calculated that 
94 percent of metropolitan areas have a health insurance market 
that is highly concentrated — which is a term of art — highly con- 
centrated according to Department of Justice standards. In 39 
States, two health insurers control at least half of the market, 39 
out of 50. You have effectively a duopoly for the majority of the 
market. And in nine States, a single insurer controls at least 75 
percent of the market. Really an effective monopoly. 
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When you hear those numbers and you measure them against 
the Department of Justice’s standards for what is a competitive 
versus a noncompetitive market, what is your reaction? And what 
does having a market be deemed by the Department of Justice to 
be “highly concentrated” mean? 

Ms. Varney. Well, Senator, whenever you see concentration 
numbers like the ones you just mentioned, we are deeply concerned 
because the higher the concentration, the less competition. When 
you do not have competition, you do not get the best price, you do 
not get the best output. So we are always concerned in any indus- 
try, including insurance, when you see those levels of concentra- 
tion. 

At the moment it is the State attorneys general and the State 
insurance commissioners that would have to examine any behavior 
in a highly concentrated market, and we would welcome them to 
do that. Should we have the authority, we would, of course, closely 
examine those markets where there is such high concentration. 

Senator Whitehouse. Were you to have the authority, what 
would it mean that those 94 — essentially every metropolitan area 
in the country is deemed “highly concentrated.” 

Ms. Varney. Well, I think what we would probably do would be 
work with the State attorneys general and insurance commis- 
sioners in those markets where those on the front lines believe that 
there may be impermissible conduct that is keeping those levels of 
concentration in place. 

Senator Whitehouse. You were — I guess let me ask the question 
a different way. The best argument that I have heard for the anti- 
trust exemption is that because an insurance company has a hard 
time entering a market and pricing its product if it does not have 
claims experience, it has to have a proxy in order to facilitate that 
market entry, and the proxy is ISO or, in the case of workers’ com- 
pensation, NCCI, and they provide general information that allows 
a company that does not have claims experience to become a new 
entrant and in theory reduces that barrier to entry. And it also 
helps small insurers make that choice because they do not have the 
overhead to calculate rates as readily as a great big company does. 

That is the best case. I am not sure it is very convincing, but I 
would like to hear your reaction to it. 

Ms. Varney. I think. Senator, that is the historic case. In 1945, 
the state action doctrine and the rule of reason did not really exist. 
State action doctrine was barely developed. So I think today it is 
clear in multiple industries across many, many sectors of the econ- 
omy, there is no prohibition on sharing historic data. 

Senator Whitehouse. So long as you engage with the State and 
get clearance that it is not, in fact, anticompetitive, and that is an 
established process and procedure. 

Ms. Varney. You can share historic data as long as you do it 
carefully, you are not in any small closed rooms setting prices, allo- 
cating markets. Many industries — in fact, that is a service that 
many trade associations offer their members — they take the data 
in, they strip it of any identification so it becomes blind data. They 
aggregate it, and get historical data. 

You can use that data to project future trends. That is completely 
permissible under the antitrust laws. 
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Senator Whitehouse. And when they do that, if they want to 
come to the Department of Justice to get clearance, do you 

Ms. Varney. We give them what is called a “business review let- 
ter.” We work with them so that they understand the parameters 
of how they can do this. We then set out our views in what is called 
a business review letter that explains what they can do. 

Senator Whitehouse. And if they rely on the business review 
letter, they are protected against 

Ms. Varney. I would generally protect them against Government 
enforcement. 

Senator Whitehouse. Very good. Thank you very much. 

Thank you, Mr. Chairman. 

Senator Kohl. [Presiding.] Thank you very much. 

Senator Feingold. 

Senator Feingold. Thank you, Mr. Chairman. I will make a few 
comments, and I will just have a question for Ms. Varney. 

The antitrust laws enacted in the early 20th century provide es- 
sential protections for consumers and businesses, and I also believe 
that those protections should apply to Americans buying health 
and medical malpractice insurance. As Congress debates the cost 
of health care, it is very much worth noting that purchases of these 
insurance policies are particularly susceptible to industry collusion 
leading to inflated prices. But under current law, health and med- 
ical malpractice insurance providers are exempt from the Federal 
antitrust regulations. This is because, as we all know, the insur- 
ance industry was given a statutory exemption from antitrust laws 
over 60 years ago by the McCarran-Ferguson Act antitrust laws. 

Since McCarran-Ferguson was enacted, it has become clear that 
health and medical malpractice insurers have abused this exemp- 
tion to the detriment of patients and doctors everywhere. Industry- 
specific antitrust exemptions are rarely justifiable. And if there is 
a good reason to maintain the current exemption for these parts of 
the insurance industry, I certainly have not heard it. 

Simply put, because of the insurance exemption, a competitive 
market for health and medical malpractice insurance does not 
exist. In 26 States, a single insurer covers at least half of the popu- 
lation. In 39 States, two insurers control more than half of the in- 
surance market. A recent survey by the American Medical Associa- 
tion found that most metropolitan areas have a highly concentrated 
commercial market for health insurance. 

Now, this lack of competition has hurt both patients and doctors. 
While market-dominating health insurance companies have made 
record profits, basic coverage has become unaffordable for millions 
of Americans. And in Wisconsin, the price of health insurance pre- 
miums for families and individuals has doubled over the last 10 
years. If current trends hold, family health insurance for a Wis- 
consin family will consume 46.2 percent of the projected median 
family income in 2016. In addition, doctors around the country are 
suffering as medical malpractice insurance providers profit from 
premiums that are not commensurate with the cost of claims. 

Without thorough competition, patients and doctors have little 
choice but to continue paying whatever premiums the dominant in- 
surers in their market decide to charge, so addressing this problem 
is crucial to health care reform and does require legislative action 
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to ensure that health and medical malpractice insurance companies 
do not engage in anticompetitive behavior. 

Although insurance companies have certain informational needs, 
there is no reason to exempt them from the regulation of the most 
harmful anticompetitive practices. Without a repeal of the antitrust 
exemption, insurance companies will continue to have the power to 
gouge patients and doctors. 

So I am also pleased to cosponsor S. 1681, Chairman Leahy’s bill, 
to fix this problem, and I want to commend him for holding this 
hearing. And I also want to thank Assistant Attorney General 
Christine Varney for appearing here today and for all her out- 
standing efforts thus far to revitalize and reinvigorate the Depart- 
ment of Justice’s Antitrust Division. 

Ms. Varney, you promised me at your confirmation hearing that 
you would take a very serious look at what has been going on in 
the agriculture industry, which obviously I have been concerned 
about for years. You have been true to your word, and I want to 
personally thank you on behalf of my constituents. I hope the plans 
by the Departments of Justice and Agriculture for a series of joint 
workshops next year will be followed by similar partnerships with 
other agencies that have critical oversight roles, such as the Com- 
modity Futures Trading Commission and the FTC. And, of course, 
I also can think of no better place for a workshop on dairy than 
Wisconsin. I am so pleased that Senator Kohl raised this with you 
and you indicated that there would be one held there. 

One question. Given your extensive background in antitrust en- 
forcement, how do the health insurance and medical malpractice 
insurance industries compare to other industries that you have ex- 
amined in terms of market concentration? In your view, are there 
serious imbalances in the marketplace for these products that need 
to be addressed? 

Ms. Varney. Well, Senator, we have not undertaken a thorough 
evaluation of the price effect of concentration. I know many others 
have, and we carefully monitored those studies. I think it is a log- 
ical result that when you have the levels of concentration that you 
see in the insurance industry, you generally do see prices rising, 
often at a higher rate, as Senator Feinstein mentioned, than other 
sectors of the economy. 

Senator Feingold. Thank you, and thank you, Mr. Chairman. 

Senator Kohl. Thank you very much. Senator Feingold. 

Senator Kaufman. 

Senator Kaufman. Thank you. Senator, and I want to thank 
Chairman Leahy, first, for putting this bill in and, second, for hold- 
ing these hearings today. I am pleased to see Ms. Varney here. I 
think that you are getting a chorus from members here about our 
unhappiness with what is going on in terms of antitrust over a 
whole series of years, and I think, as I said at your confirmation, 
you are a perfect choice for this to get this straightened out. And 
my feeling is there is a new sheriff in town and we are going to 
go after a lot of these things that go on, which have been elo- 
quently presented by other members. 

Let me ask you a question about how important you think it is 
that we include an antitrust savings clause in any health care leg- 
islation that we pass. 
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Ms. Varney. Well, I think that the administration is working 
closely with the committees on the details that need to go into any 
final hill, so I think we need to look at the bill as a whole so we 
understand what language and what standards will be appropriate. 

Senator Kaufman. But you think that is important. 

Ms. Varney. Very important. 

Senator Kaufman. Good. The second thing is: What have you 
done to change the deliberative process in the Antitrust Division to 
let various stakeholders participate in the process? 

Ms. Varney. Well, we went up to Vermont, to start. We partici- 
pated in a Senate Judiciary field hearing with the dairy farmers 
in Vermont. We are undertaking the field workshops with USDA 
to hear from all sectors of agriculture. We also have announced re- 
cently that we are reviewing our merger guidelines, so we will be 
working with all sectors of industry and consumers on whether or 
not we are completely transparent in the way that we are doing 
merger reviews. So we are trying to bring everybody into the proc- 
ess. 

Senator Kaufman. Great. What is the biggest challenge — I mean, 
I have not had a chance to ask you this. What is the biggest chal- 
lenge since you took over the Division? 

Ms. Varney. Trying to find enough hours in the day to get every- 
thing done that we want to get done. 

Senator Kaufman. Good. And, finally, I know last week the 
United Kingdom Competition Commission blocked a proposed 
merger of Live Nation and Ticketmaster, and you have a thing un- 
derway. Can we expect a decision somewhat soon in that case? 

Ms. Varney. You know, we cannot comment on any ongoing in- 
vestigations, but we take our charge seriously, and when we get to 
the end, we will get to the end. 

Senator Kaufman. Great. Thank you. 

Thank you, Mr. Chairman. 

Senator Kohl. Thank you very much. 

Senator Franken. 

Senator Franken. Thank you, Mr. Chairman. 

Ms. Varney, there is a recent case in which Anthem Health 
Plans, a subsidiary of WellPoint, is suing the State of Maine. The 
company argues that the State must guarantee them a 3-percent 
profit margin, even though this margin would result in an 18.5-per- 
cent premium increase on 12,000 individual policy holders. 

I am not aware of any industry that is entitled to any guaran- 
teed margin of profit. Are you? 

Ms. Varney. No, I am not. Senator. 

Senator Franken. OK. The average individual Maine health in- 
surance consumer is paying four times as much today for health 
care as they did 10 years ago. Do you believe the fact that Anthem 
controls nearly 80 percent of the insurance market in Maine has 
fostered this company’s I guess brazen behavior at the expense of 
beneficiaries’ pocketbooks? 

Ms. Varney. Well, Senator, when you do not have to compete, 
you can get pretty big profit margins so, yes, if you have got that 
kind of market share. 

Senator Franken. Let me ask you something that I do not — it 
is a good kind of question because I do not know the answer to it. 
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Sometimes you hear folks say, well, we should open up the insur- 
ance market, you should he ahle to huy insurance in any other 
State. And I know that in Minnesota, for example, we have basic 
standards for which, you know, insurance companies have to meet 
in order to do business in Minnesota, and the danger is that you 
would get — you know, this would get rid of all the standards, and 
so you would not know what you were buying. 

Ms. Varney. Right. 

Senator Franken. Does the fact that McCarran basically gives 
States the jurisdiction over antitrust, does that complicate the 
issue of if you were to allow people to buy insurance across State 
lines? Does that make it 

Ms. Varney. I do not think. Senator, that it makes it more com- 
plicated. I think States can still take and should take a primary 
role in determining what is required to do business in their State 
when it comes to offering insurance products. At the same time, 
that does not need to preclude any insurer’s ability to be reviewed 
under the Federal antitrust laws. I think they are consistent. 

Senator Franken. That is not what I am asking. I am saying 
that if you did not change this, if you kept this the same, would 
that have any effect over the concept of being able to buy plans 
from other States? So, in other words, there was no Federal regula- 
tion over at least the antitrust part of insurance companies, in ad- 
dition to all the other issues in terms of what is covered and what 
is not covered and those kind of standards, does this also com- 
plicate that notion of getting insurance products from other States, 
health insurance products? 

Ms. Varney. You know. Senator, I am not familiar with the com- 
plexities that you are describing. I would like to look into it and 
maybe get back to your office with a view of how that would work, 
how it might work. 

Senator Franken. OK. I personally hear this a lot about, oh, 
well, you should be able to buy insurance products from — you 
know, we should deregulate it so you could buy insurance products 
from all over the place. But in Minnesota, there is well-baby care. 
There are other kinds of things — shots for babies that are covered 
that are not covered in other States. And I just do not want to 
lower our standards, and any insurance company that operates — 
that wants to operate in Minnesota can just simply meet our stand- 
ards. There are no barriers to that. 

Ms. Varney. And I do not think that what we are talking about 
today would change that. I think States would still be entitled to 
and should set the standards for doing insurance business in their 
State. But let me have a look at it in a little bit more detail. 

Senator Franken. Yes, what I am asking is, if you continue 
McCarran, would it be an argument against buying insurance prod- 
ucts from other States, health insurance products. 

Ms. Varney. Yes, let me get you a thoughtful analysis. 

Senator Franken. OK. Thank you. I appreciate that. 

Thank you, Mr. Chairman. 

Chairman Leahy. Thank you. 

Senator Durbin. 

Senator Durbin. Thank you very much, Ms. Varney. And so 
when the health insurance industry tells us Monday night, “We are 
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raising rates; premiums are going up,” they can kind of say that 
with some authority, because if they decide to come together and 
fix prices, for example, allocate markets, any other company might 
be brought to court for it saying you have violated antitrust. But 
a health insurance company under McCarran-Ferguson would not 
be subject to Federal prosecution, would they? 

Ms. Varney. They would not. Senator. 

Senator Durbin. It puts it in perspective for a lot of us, inciden- 
tally, who support a public option and think that they need real 
competition to keep them honest on this. 

I want to go into the medical malpractice insurance area because 
it has been a topic during this health care reform debate. And I do 
not know how familiar you are with this market, but here is an in- 
surance market that I think raises some serious questions. 

According to the National Association of Insurance Commis- 
sioners, in 2008 medical malpractice insurers had $11.2 billion in 
direct premiums written, paid out $4.1 billion in losses — in other 
words, $7.1 billion more in premiums than paid out in tort claims. 
About $2.1 billion went for defense and cost containment, but that 
left them $5 billion at the end of the day. 

Also, between 2003 and 2008, the same data shows that the total 
losses paid out by medical malpractice insurers decreased by over 
50 percent, from $8.4 billion to $4.1 billion, while premiums, direct 
premiums charged, actually increased during that period of time 
from $10.6 billion to $11.2 billion. 

Do you believe that lack of competition in the medical mal- 
practice insurance industry is enabling insurers to overcharge pol- 
icy holders and pocket more money? 

Ms. Varney. Senator, in any region where there are the levels 
of concentration we have been talking about today, there is very lit- 
tle incentive to compete on price. So the more competition you can 
get into those markets, the better price you are going to get and 
the better quality product you are going to get. 

Senator Durbin. And isn’t that at the basis of our antitrust law? 

Ms. Varney. It certainly is. 

Senator Durbin. Competition. 

Ms. Varney. Yes, sir. 

Senator Durbin. And this industry has been exempt from that 
basic requirement. In the next panel. Dr. Powell is going to say 
that he believes McCarran-Ferguson “increases competition by pro- 
moting the characteristics of competitive markets.” And he goes on 
to say, “From all indications, the law has been remarkably success- 
ful in achieving this objective.” 

Ms. Varney, do you have any comment or response? 

Ms. Varney. I have not seen Dr. Powell’s testimony, but in my 
testimony I have referenced several studies that evaluate the cost 
impact of McCarran. 

Senator Durbin. Do you believe health and medical malpractice 
insurance markets in America are competitive? 

Ms. Varney. I think they are highly concentrated in many geo- 
graphic regions. In any region where you see the levels of con- 
centration that we have been discussing here today, I certainly do 
not think they are competitive. 
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Senator Durbin. The loss ratio in medical malpractice insurance 
in 2008 was 36 percent, according to A.M. Best, significantly lower 
than the loss ratio for major types of property/casualty insurance. 
For example, in 2008 private auto liability insurance had a loss 
ratio of 66 percent, homeowners 72 percent, workers’ comp 65 per- 
cent. 

In your opinion, what accounts for the lower loss ratio for med- 
ical malpractice insurance? 

Ms. Varney. Well, it certainly could be lack of competition. 

Senator Durbin. I think so. 

Let me ask you this: In the course of this debate on McCarran- 
Ferguson, I am familiar with what used to exist called the Insur- 
ance Services Office. Is that still in existence — ISO? 

Ms. Varney. I do not know. 

Senator Durbin. Well, this used to be their common meeting 
place for discussing rates and premiums and market allocations. 
That is where they came together in violation — what would have 
violated the antitrust laws for any other company. 

Ms. Varney. Right. 

Senator Durbin. But an insurance company could exchange that 
information and parcel out the market and set their prices through 
their own devices. 

And so in this situation, do we do any investigation of that kind 
of activity by the insurance industry? 

Ms. Varney. No, we do not. Not the Federal antitrust authori- 
ties. 

Senator Durbin. Because of McCarran-Ferguson. 

Ms. Varney. Because of McCarran. 

Senator Durbin. Well, I would say that there has never been a 
better time for us to address this, and the health insurance indus- 
try has thrown down the gauntlet Monday night and said, “We are 
going to increase premiums no matter what you do, and we are 
going to hold you responsible for those.” And I think if there is ever 
a time when we need to confront what is a clear inequity in the 
law, it is now. Senator Leahy’s bill is a good one, and I am glad 
to cosponsor it. 

Thank you. 

Chairman Leahy. Thank you very much. 

It is interesting. Somebody asked if I had scheduled this hearing 
as a response to exactly the ads that you stated. Senator Durbin, 
when they said they were just going to get together and increase 
premiums, which would be a violation if any other industry did it. 
And I said, no, actually it was coincidence. As you know, the no- 
tices scheduled this hearing some time previous, and that is why 
I was surprised at the ad because it makes the point so strongly. 

Senator Schumer. 

Senator Schumer. Well, thank you, Mr. Chairman. Again, I want 
to thank you for introducing this legislation. Again, I guess the in- 
surance industry is stirring the pot and saying this is retaliation 
for them being off the reservation. Let me read the date when this 
legislation was introduced by Senator Leahy for himself. Senators 
Feingold, Cantwell, Durbin, Schumer, and Feinstein: September 
17, 2009. And I believe Senator Leahy has introduced similar legis- 
lation in previous Congresses as well. 


VerDate Nov 24 2008 10:57 Jun 11, 2010 Jkt 056683 PO 00000 Frm 00026 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



23 


So this is a longstanding issue, and maybe because the insurance 
industry blundered so badly on Monday, it gives us a greater op- 
portunity to pass it. But it has long been out there as something 
we care about. 

Now, I remain committed to the notion that only increased com- 
petition is going to give insurers the incentive they need to keep 
the costs down. That is why I have been fighting for a public option 
to be included in health reform for months, and that is why I am 
proud to be a cosponsor of the important legislation Senator Leahy 
has produced. 

Removing the insurance companies’ antitrust exemption is so im- 
portant that I think we should all work with Chairman Leahy to 
make sure that it is part of our health reform bill, the joint bill 
that Senator Reid will put together, and I for one am committed 
to helping you. Senator Leahy, make sure it is in that bill to get 
it done. 

Now, back in 1945 — this is interesting — when Congress exempt- 
ed insurers from Federal antitrust laws, the insurance companies 
argued they needed the exemption because insurers are not en- 
gaged in interstate commerce. I want to say that again. The ration- 
ale for McCarran-Ferguson was that the insurance companies ar- 
gued that they were not engaged in interstate commerce. 

Well, a lot has changed since 1945. We should not be surprised 
to learn that 60 years later the insurance industry is one of the 
most highly concentrated in our economy; 94 percent of insurance 
markets in the U.S. are now regarded as highly concentrated by 
the objective definition used by the Justice Department. In nearly 
40 States, two insurance companies dominate over half the market. 
That is not acceptable. We need more competition. 

And at the very least, the onus should be on the insurance indus- 
try to come forward with real reasons why it is entitled to do 
things like write policy language in collaboration with so-called 
competitors. So far I have not seen any. 

In fact, after the heavily slanted and really one-sided report that 
was issued by the insurance industry early this week, you have to 
conclude they are sort of out of arguments. Let me give an example 
of what this antitrust exemption does in a State like New York, 
which, incidentally, is probably more competitive than most of the 
other States, even though we are not very competitive. I was talk- 
ing to contractors who hire construction workers. They only have 
a choice among three firms for that insurance. When there are only 
three firms, there is never price competition, as you point out. 

But we have a for-profit insurer called IJnited Health. It owns 
the very company that is called Ingenix that determines whether 
the price of a doctor’s visit is reasonable and customary. Ingenix is 
not an independent group. It is a black box for consumers. And be- 
cause there is no antitrust regulation, other insurers use Ingenix 
as well to decide what is reasonable and customary. So let me give 
an example. 

My doctor tells me my visit with her costs $100. But WellPoint, 
my insurer, will only pay $60 because Ingenix, owned by United 
Health, tells United Health that is what the reasonable and cus- 
tomary rate is, and WellPoint works with United Health to set the 
reimbursement rate. The consumer is totally stuck and has to pay 
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that $40, and it is not — you know, it is clear that it is sort of not 
fair to have this one company owned by another health insurance 
company set the rates for everybody. That is one of the reasons 
health costs have gone up. 

So true competition means true choice for consumers. It means 
innovation and improved service, and I want to work with — (audio 
failure) — certain a potential antitrust investigation should 
McCarran-Ferguson be lifted. 

Chairman Leahy. Do you want to respond, Ms. Varney. The red 
talk button should be on. 

Senator Schumer. She speaks softly but carries a big stick. 

Chairman Leahy. We seem to — excuse me just a moment. I do 
want to get this in. We seem to be having some difficulty because 
the recorder is having trouble getting it. We will just switch ma- 
chines. It is still not coming through. Hold on just a moment, and 
we will make sure — this does not come out of Senator Schumer’s 
time. 

You are not getting any of this. Is that right? You can hear me, 
but you are not getting any of the rest. It sounds like we are doing 
the cell phone ads, but the reporter — hold on just a moment. 

Go ahead. 

Senator Schumer. Thank you. Let me ask this: What are the 
steps that your Division might be able to do to — well, you have an- 
swered that one before. If McCarran-Ferguson is repealed, would 
there still be other barriers in the way in terms of antitrust law 
to reduce competition? 

Good. So it sort of would be a pretty complete solution. OK. 
Thank you, Mr. Chairman. 

Chairman Leahy. Thank you very much. We will put other ques- 
tions for Ms. Varney in the record, and we will take a 5-minute 
break, and we will switch for the next two witnesses. And I would 
also ask the staff to double-check those microphones in the mean- 
time. 

Ms. Varney, thank you very much. I do want to just note — thank 
you one more time for coming to Vermont for the hearing. I know 
that was a very long hearing. Many, many people have taken the 
time to come up to me in Vermont who were there and say how 
impressed they were with your understanding of the issues and the 
fact you listened. They realize you have to make up your own mind 
on what you are going to do, but they were impressed that you took 
the time and listened to them. So thank you very much. 

Ms. Varney. Thank you. 

[Recess 11:28 a.m. to 11:33 a.m.] 

Chairman Leahy. We are going to have to move along. The first 
witness is J. Robert Hunter. Mr. Hunter is the Director of Insur- 
ance for the Consumer Federation of America. He serves as a con- 
sultant on public policy and actuarial issues. He has extensive ex- 
perience working on these issues. He served as a Federal Insurance 
Administrator under Presidents Ford and Carter as well as the 
Texas Insurance Commissioner. He received the Secretary of Hous- 
ing and Urban Development’s Award for Excellent Service for his 
work between 1971 and 1977, and the Consumer Federation’s Es- 
ther Peterson Consumer Service Award for Lifetime Service in 
2002. 


VerDate Nov 24 2008 


10:57 Jun 11,2010 Jkt 056683 PO 00000 Frm 00028 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



25 


Mr. Hunter, please go ahead. 

STATEMENT OF J. ROBERT HUNTER, DIRECTOR OF INSUR- 
ANCE, CONSUMER FEDERATION OF AMERICA, WASHINGTON, 

D.C. 

Mr. Hunter. Thank you, Mr. Chairman. Oh, that is working. 
Good morning. CFA offers our wholehearted support to your legis- 
lation, Mr. Chairman, S. 1681, because it is time that health insur- 
ers played by the rules of competition as the rest of the commercial 
enterprises in America do. In fact, we wish you would go beyond 
it and repeal the antitrust exemption completely for not only health 
insurance but the entire insurance industry at some point. But this 
is a great first step. 

Consider the following anticompetitive activities: 

Cartel-like bureaus, such as ISO, day after day produce price 
guidance on 70 percent of the rate that many insurers use as the 
basis for the pricing, including medical malpractice guidance. Rate 
bureaus manipulate data and project pricing into the future using 
steps legal experts have told Congress would be illegal absent the 
McCarran immunity. This is particularly bad for lines of insurance, 
like medical malpractice, where the bureau rates exacerbate the 
spikes in prices during hard market periods and generally lead to 
overpricing. 

Rate bureaus have cartel-like control of rate making data. They 
use it to establish classes and territories that are used to rate peo- 
ple and data are collected in that format, enforcing significant uni- 
formity. 

Bid-rigging, market allocation arrangements and hidden kick- 
backs to brokers were uncovered by then Attorney General Spitzer 
showing that even the largest, most sophisticated buyers are vic- 
tims of anticompetitive acts. The potential for such abuses in 
health insurance must be removed. 

But perhaps none of what we have learned recently is as out- 
rageous as the use of claims systems that artificially create “sav- 
ings” for insurers by underpaying claimants. For example, when 
patients use non-network doctors, their insurance company agrees 
to pay 70 percent to 80 percent of the “reasonable and customary” 
charges for a given medical service in the same geographic area. 
If the doctor’s bill is higher than that rate, the patient must make- 
up the difference or the doctor must settle for less. The use by 
many health insurers, like Aetna and United Health, of rec- 
ommendations produced by Ingenix, a subsidiary of United Health, 
to place reasonable and customary limits on benefits, led to under- 
payment of health insurance benefits to claimants in New York 
state of between 10 and 18 percent, according to findings on the 
New York Attorney General Cuomo. If health insurers collude on 
benefit levels, they certainly can collude on price, markets and 
other aspects of their business. 

A computerized claims system called Colossus has underpaid 
consumers by billions of dollars by allowing insurers to tune their 
claims payment recommendations to produce “savings” on claims of 
those with medical injuries from auto accidents. I have forwarded 
shocking, recently unsealed documentation of this massive, and ap- 
parently coordinated, abuse to you, Mr. Chairman. While lawsuits 
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have begun to mitigate the damage to consumers from Colossus for 
first party auto claims (like uninsured motorists) for some insurers, 
the much larger use of the product is in third party bodily injury 
liability, where the use of the product, we believe, continues 
unabated. 

We urge this Committee to look into the Inginex use by major 
health insurers and also into Colossus User Groups and other ways 
that insurers have worked together to create a way to underpay 
America’s insurance consumers billions of dollars in claims. Ingenix 
costs consumers 10 to 28 percent of claims and Colossus has re- 
sulted in underpayments of double digits as well. Certainly anti- 
trust exemptions are not intended to shield this sort of scandalous 
joint activity. 

We heard today that small insurance companies would not be 
able to obtain historic data for the development of their prices if 
the antitrust laws were applied to insurance. I have carefully stud- 
ied this claim for decades (the large insurers always rush forward 
to protect the small insurers from the free market and save them- 
selves from competition as well) and there is absolutely no evidence 
for this claim. Legal experts have testified, including today, that 
procompetitive activities such as collection and dissemination of 
historic data would be legal under the current antitrust laws. What 
would end is what they do with the data, which is jointly manipu- 
late it to figure out what the prices are going to be that they will 
charge in the future. 

It is true that some companies might have to hire some addi- 
tional actuarial service to replace the joint actions, and if a State 
wanted to replicate some process such as joint trending, it could do 
so under state action doctrine. But the difference would be that the 
State would have to be actively involved in regulating it instead of 
today where all you need is a law on the books and not even effec- 
tive regulation. This would be a great step forward for consumers 
since today many States provide very little oversight. It is time, 
Mr. Chairman, for your bill to be adopted. 

[The prepared statement of Mr. Hunter appears as a submission 
for the record.] 

Chairman Leahy. Thank you very much, Mr. Hunter. 

Our next witness, Mr. Powell, holds the Whitbeck-Beyer Chair of 
Insurance and Financial Services at the University of Arkansas at 
Little Rock. His primary research interest is the effects of regula- 
tion on insurance markets. In addition to his academic pursuits, he 
serves as Treasurer on the board of Arkansas Mutual Insurance 
Company, a physician-owned medical professional liability insur- 
ance carrier founded in 2008. He has his bachelor’s degree from the 
University of South Carolina and his Ph.D. from the University of 
Georgia. 

Mr. Powell, sorry for all the confusion here, but glad to have you 
here, sir. Please go ahead. 
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STATEMENT OF LAWRENCE S. POWELL, PH.D., ASSOCIATE 

PROFESSOR AND WHITBECK-BEYER CHAIR OF INSURANCE 

AND FINANCIAL SERVICES, UNIVERSITY OF ARKANSAS-LIT- 
TLE ROCK, COLLEGE OF BUSINESS, LITTLE ROCK, ARKAN- 
SAS 

Mr. Powell. Thank you, Mr. Chairman and members of the 
Committee. It is truly an honor to he invited here to discuss these 
important topics. As you said, my name is Lawrence Powell, and 
I currently hold the Whitheck-Beyer Chair at the University of Ar- 
kansas-Little Rock. I am also a founding hoard member of Arkan- 
sas Mutual Insurance Company, which is a physician-owned in- 
surer offering medical professional liability coverage. 

I want to briefly address two issues relevant to this topic: First, 
that insurance pricing is an inherently difficult task. Repealing the 
McCarran-Ferguson Act would further exacerbate this difficulty. 
And, second, that the limited antitrust exemption provided by 
McCarran enhances competition in insurance markets. To repeal 
McCarran would at best maintain the status quo in the near term, 
but going forward, it would stifle competition to the detriment of 
consumers. 

Pricing insurance is very difficult because the price has to be set 
before all of the costs are known. And the difficulty is amplified for 
medical professional liability insurance because of its long claim 
tail. On average, an insurer does not know the ultimate outcome 
of a claim until more than 4 years after the potential loss event. 

Losses also follow distinct trends over time. The trend of claim 
frequency has reversed a few times in recent decades, leading to 
substantial mispricing in certain periods. It is clear and intuitive 
to recognize this possibility given the time lag between suspicion 
and confirmation that a trend has reversed. Therefore, these inflec- 
tion points have brought about infrequent temporary pricing and 
return anomalies in this line of coverage. 

In some years, ultimate losses differ from initial estimates by 
more than in other years, but overall, the sum of the initial esti- 
mates and the ultimate losses are remarkably similar, differing by 
only 5 percent in the last three decades or so. 

In practice, McCarran permits insurers to pool data through 
independent statistical agents that produce advisory loss costs to 
eight insurers in the ratemaking process. This benefits consumers 
by promoting financial strength, efficiency, and competition in in- 
surance markets. The ability to pool loss cost data through inde- 
pendent statistical agents is 

Chairman Leahy. Excuse me, Mr. Powell. You understand this 
bill would do nothing to stop removing the McCarran-Ferguson ex- 
emption in this context. It would not stop — or prohibit companies 
from sharing the loss information. 

Mr. Powell. Well, my understanding is that it is currently per- 
mitted to be done that way under McCarran and that we have 
known that for more than six decades. 

Chairman Leahy. But as Assistant Attorney General Varney tes- 
tified, this kind of sharing, blind sharing, would be allowed. 

Mr. Powell. My understanding — and I am not an attorney. My 
understanding is that while it could be permitted, the companies 
would have to file for permission to do so. It would introduce addi- 
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tional costs as opposed to standing on the precedent that has been 
around for 60-sonie years to increase that cost for no benefit. I can 
come back and address this in the remainder of my remarks. 

So as I was saying, I think this benefits consumers by promoting 
financial strength, efficiency, and competition, and the ability to 
pool these data are most important for extreme risks. These in- 
clude very large and infrequent losses and new exposures to loss. 
So should the underlying distribution of losses change as a result 
of new medicine, new disease, or new liability, insurers that cur- 
rently rely largely on their own past loss data would again benefit 
from advisory loss costs. Any of these scenarios would introduce 
substantial new uncertainty to insurance markets, increasing the 
price of insurance. 

The current markets enjoy several characteristics that benefit 
consumers. First, consider the ownership structure of medical pro- 
fessional liability insurers. Approximately 60 percent of U.S. pri- 
vate physicians are insured by physician-owned companies. To be- 
lieve that these companies are price gouging physicians, we must 
first reach the flawed conclusion that policyholders are price 
gouging themselves. 

Medical professional liability markets in the United States also 
exhibit substantial competition, suggesting that additional anti- 
trust measures would not benefit consumers. Nearly 3,000 compa- 
nies currently sell property and liability insurance in the United 
States. Of these, a few hundred participate in medical professional 
liability coverage. While a few hundred insurers are clearly ade- 
quate for competition, it is also instructive to consider that more 
than 2,000 other existing companies could potentially enter the 
market. Finally, it is also possible to form a new company to com- 
pete with existing insurers. 

Next, consider the absence of sustained profit we would expect 
if markets were not competitive. While return for medical profes- 
sional liability insurers fluctuates substantially over time, the aver- 
age return is quite modest and has even been negative in several 
years. 

Shifting now to my experience in the industry, I participated in 
the recent formation of Arkansas Mutual Insurance Company, 
which entered the medical professional liability insurance market 
earlier this year. The ability to access industry loss data was para- 
mount in the formation of this new insurance carrier. Without ac- 
cess to loss information, we could not have done it. Therefore, it fol- 
lows that this bill would have limited competition from Arkansas 
Mutual and from several dozen similar insurers that formed in re- 
cent years. 

Since Arkansas Mutual commenced business, I have witnessed 
firsthand an incredible level of competition in the market. The 
number of insurers actively underwriting medical professional li- 
ability insurance in Arkansas has increased several times over. In 
the last year, I have seen decreases in premium for some physi- 
cians as large as 40 percent, and this aggressive pricing and in- 
creasing number of market participants indicates substantial com- 
petition to the benefit of consumers. 

In light of these observations, the best possible outcome from re- 
pealing McCarran is continuation of the status quo. However, it is 
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also likely that repealing McCarran would have negative con- 
sequences for consumers by decreasing competition and accuracy in 
insurance pricing. 

Thank you. 

[The prepared statement of Mr. Powell appears as a submission 
for the record.] 

Chairman Leahy. Thank you. Is there anything in this specific 
legislation that would prohibit procompetitive functions by the in- 
surance companies? Anything that we prohibit that is actually pro- 
competitive? 

Mr. Powell. The wording of this legislation — and, you know, 
wording of legislation is not my area of expertise, but it seems that 
specifically there is not a lot going on. It would be nice to see a 
lot of the terms defined as to what specifically the legislation 

Chairman Leahy. Is it stopping any procompetitive activities by 
any insurance company? Procompetitive activity by the insurance 
company. Because I could not find any. 

Mr. Powell. Well, just that the idea that it is going to be recon- 
sidered, the idea that if there is — recognizing that the sharing of 
data to set advisory loss costs is a procompetitive act. 

Chairman Leahy. And we allow the historic loss data sharing. 

Mr. Powell. And to that extent, if it is allowed, if there is not 
a new consumer of it, if it is not changing at all, then it would, I 
assume, continue the status quo. There is not anything in this leg- 
islation that is not already illegal just by State law as it is. I have 
not witnessed or found evidence of any of this price fixing and such 
that it is noted. 

Chairman Leahy. That sounds almost like an endorsement of the 
legislation, but I will not put those words in your mouth because 
your employer may not be happy with you if that were the case. 
Only because of the time I am going to yield to Senator Whitehouse 
for questions. 

Senator Whitehouse. Thank you. Chairman. I have a question 
for Mr. Powell and then a question for Mr. Hunter. 

My question for Mr. Powell is whether in your testimony you cite 
for the proposition that insurance markets are highly competitive 
an article by Paul Joskow. Do I have the date of that article cor- 
rect, it is 1973? 

Mr. Powell. I believe so. 

Senator Whitehouse. And so necessarily any of the data on 
which that article would rely for that conclusion would be pre-1973 
data, correct? 

Mr. Powell. For that article, I would suppose it is. There are 
also some more recent studies cited in 

Senator Whitehouse. But the one you cite is the 1973 article. 

Mr. Powell. I also cite two of my own studies earlier in the tes- 
timony that are much more recent. 

Senator Whitehouse. Very good. 

Mr. Hunter, first of all, thank you for your long efforts on behalf 
of insurance consumers in these vineyards. I very much appreciate 
the dedication that you have shown to this issue over so many 
years of service. One observation that I come across in this is kind 
of in the category of good for the goose, good for the gander. 
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In Rhode Island, we have seen situations in which, when doctors 
try to get together to strategize about how they are going to deal 
with the dominant insurers in Rhode Island, they are constrained 
from doing so by the fear or the threat of antitrust litigation being 
brought against them. 

The insurance company, by virtue of being a big corporation with 
a huge market share, can have anticompetitive conversations about 
how to deal with the doctors in its own board room, in its own hall- 
ways. And when the doctors try to get together to have the exact 
same conversation about the insurance company strategies and 
how to respond, for them it is an antitrust violation. For the insur- 
ance companies it is not because they are protected by their cor- 
porate status. And over and over again there are cases in which in- 
surance companies — here is Blue Cross and Blue Shield United of 
Wisconsin v. Marshfield Clinic, and there are many others in 
which — United Healthcare brought a price-fixing claim against the 
practices of a large Chicago area health system. 

Does it seem incongruous to you that an industry that demands 
protection from the antitrust laws is so quick to take advantage of 
those very same antitrust laws that they think should not apply to 
them when it comes to beating down doctors and trying to make 
sure that they maximize their competitive advantage in terms of 
provider negotiations? 

Mr. Hunter. Well, of course, they are going to use whatever they 
can, but it is awful that they — I have to press the button here. 
Sorry. It is awful that the insurance companies are operating in a 
system where they are the only ones essentially that can get to- 
gether and decide what to do while the people they are going to do 
it to cannot. And I think that is wrong. 

Senator Whitehouse. Just sort of a basic element of plain old 
fair play, isn’t it? 

Mr. Hunter. Exactly. And, amazingly, if you go back — and I 
gave you the history of the McCarran Act — Claude Pepper got up 
on the floor when the McCarran Act was passing and said — be- 
cause it came back from a joint committee. When the Senate sent 
it over, it was clearly a 2-year moratorium for antitrust enforce- 
ment to give everybody a chance to figure out how to deal with it, 
the States and the industry. So they sent it back to the Senate, and 
Pepper got up on the floor and said, “Wait a minute. This looks like 
the language has changed like it is going to be permanent.” And 
McCarran reassured Pepper, “He is in error on his whole premise 
in the matter.” And then Senator O’Mahoney told him why it would 
be over in 2 years. “Don’t worry. It is over in 2 years.” And then 
they voted. And even at that, I think it was like 30 people said, 
“We are afraid of the language” and voted the other way. And then 
the courts ruled against what the assurances were. I guess they did 
not use legislative history too much when they made those rulings. 

Senator Whitehouse. Thank you very much. 

Chairman Leahy. Senator Franken, then Senator Durbin, and I 
would note that the vote has started on the floor. 

Senator Franken. Mr. Powell, in your testimony you outlined 
four characteristics of competitive markets, in your written testi- 
mony: one, multiple independent sellers; two, multiple consumers; 
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three, homogeneous products; four, low barriers to entry and exit 
into the market. 

In numerous States, nearly 90 percent of the health insurance 
markets are dominated by a single carrier. Do you believe having 
90 percent of a market dominated by a single insurer meets your 
definition of a competitive market? 

Mr. Powell. Well, first I will say that I am not aware of that 
90-percent number. I will take your word for it for purposes 

Senator Franken. This is post-1973. 

[Laughter.] 

Mr. Powell. Thank you. Thank you. I think something that is 
instructive that no one has mentioned today as we talk about com- 
petition is that market concentration is not necessarily by itself in- 
dicative of a lack of competition. It could also be a sign of effi- 
ciency. What I have read about the Alabama Blue Cross and Blue 
Shield having a large market share, they also have some of the 
lowest expense ratios in running their business of any Blue Cross 
in the country. 

Senator Franken. Would you mind answering my question, 
though? Do you find that if these companies control 90 percent of 
the market, it fits your definition of a competitive market? 

Mr. Powell. Well, if they control 90 percent and somebody else 
is controlling 10 percent and there are hundreds of other compa- 
nies who come in and take a share if they could do a better job. 
I am not saying that there is not competition 

Senator Franken. So it does. 

Mr. Powell [continuing]. If the market is concentrated. 

Senator Franken. OK. So it does. 

In 2007, there were 18 metropolitan areas in which one company 
held 100 percent of the HMO market. Would those markets meet 
your criteria for a competitive market? 

Mr. Powell. Are you separating the HMO market from the rest 
of health insurance? 

Senator Franken. I think by definition that question would, yes. 

Mr. Powell. I think that clearly HMOs are competing with 
PPOs and POS plans and traditional health plans. The fact that 
there is only one HMO might suggest that the HMO model does 
not fit very well there, but not that there is a lack of competition. 

Senator Franken. OK. You say in your testimony — and, Mr. 
Hunter, I want you to speak to this. Mr. Powell says in his testi- 
mony that “valid evidence of anticompetitive behavior is not ob- 
served in insurance markets.” That does not seem to comport with 
your report. 

Mr. Hunter. There is all kinds of anticompetitive behavior. They 
get together on claims. They get together on pricing. They have 
rate bureaus that make recommendations for 70 percent of the 
rate. They do many, many things that would violate the antitrust 
laws if the antitrust laws were applied to them. 

Senator Franken. Yes. It just seemed that your two testimonies 
were in conflict. 

I am a cosponsor of this bill, and I believe that Senator Leahy’s 
legislation in health care companies — health insurance companies’ 
exemption from antitrust laws is a crucial first step to anticompeti- 
tive behavior. However, we are on the verge of insuring 46 million 
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new Americans with significant Federal support, and I am deeply 
concerned that without additional checks and balances, this expan- 
sion will be a windfall for insurance companies, and we will end 
up with Federal funds going to exorbitant CEO fees, et cetera. 

What provisions must we include in any national health reform 
bill to ensure sufficient competition in health insurance markets 
and to prevent profiteering by insurance companies? 

Mr. Hunter. Well, first of all, I think you should pass this bill 
to impose the antitrust laws on the health insurance industry. 

Second, you should have a guaranteed competitive player in 
there. That is why I like the public option. Or if you do not have 
a guaranteed player like the public option, then you are going to 
have to have much more regulation to assure that insurance com- 
panies — that inefficient costs are not passed through to consumers, 
like you do with public utilities. Public utilities, you know, will not 
allow costs through unless they are used and useful. If you do not 
have a competitive entity to test the market like a public option, 
then I think you need some kind of utility sort of ratemaking or 
something to make sure that the prices do not pass through 

Senator Franken. But the alternative to a public option may be 
more regulation. 

Mr. Hunter. I think it has to be more regulation if not a public 
option because, otherwise, you — right today no one will stop the in- 
surance companies from passing through the cost of the ads that 
they are using against you in the health insurance debate to con- 
sumers. We will be paying the bill. 

Senator Franken. Thank you, Mr. Chairman. 

Chairman Leahy. Thank you very much. 

Senator Durbin. 

Senator Durbin. Professor Powell, you have talked about the loss 
reserve development, and you start your testimony by saying that 
when it comes to medical professional liability insurance, one of the 
big problems is the ultimate outcome of a claim may not be known 
for 4 years. 

Mr. Powell. Right. 

Senator Durbin. Isn’t that true for virtually all casualty insur- 
ance? 

Mr. Powell. The claim tail is not quite as long in some of the 
lines. In some lines it could be longer. 

Senator Durbin. It seems to me, if I recall correctly — it has been 
many years since I did this for a living, but we had a 2-year statute 
of limitations in Illinois unless there was concealment of extraor- 
dinary circumstances. And so you could wait 2 years after an event 
to file a lawsuit, and it would take a minimum of 1 or 2 years to 
complete it, even if you were dealing with an automobile accident 
and an injury from that accident. So I find it hard to understand 
why this is a unique field of insurance. It appears that most cas- 
ualty insurance has a long tail before you know what your actual 
expenditure is going to be for a loss. 

Mr. Powell. Sure, and part of that is that, for example, in Ar- 
kansas there are about 5,500 physicians that purchase medical pro- 
fessional liability insurance in a given year, the non-Federal physi- 
cians. There are substantially more automobiles and businesses 
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than that, so you have got a little bit bigger pool to look at, per- 
haps more data to follow, but also 

Senator Durbin. And a larger reserve. 

Mr. Powell. Not necessarily. The other part of it 

Senator Durbin. Automobiles as opposed to physicians? 

Mr. Powell. By reserve, you mean 

Senator Durbin. The amount that is set aside by the company 
in anticipation of payouts, losses. 

Mr. Powell. There is certainly a lot more cost to trying and set- 
tling a medical malpractice claim based on the cost of the experts 
and such. 

Senator Durbin. You say you are testifying on behalf of the Phy- 
sician Insurers Association of America, and there has been a ques- 
tion raised as to what is happening in the area of tort reform. It 
is my understanding that anywhere from 26 to 40 or maybe more 
States are involved in some type of tort reform at the moment. And 
I was wondering if you could, through your association, tell me that 
there is a correlation between tort reform and the medical mal- 
practice premiums being charged in ^ven States. 

Mr. Powell. There is certainly evidence, from my own academic 
research and from others, that the effect of certain tort reform laws 
and tort reform laws in general is to reduce the cost and improve 
the availability of insurance. That was the reason why they were 
proposed, and that is indeed what happened in the markets after 
they were passed. 

Senator Durbin. I do not quarrel with that being the reason they 
were proposed, but I will ask you, can you provide me through the 
Physician Insurers Association of America data relative to mal- 
practice premiums that can track specific tort reforms such as caps 
on non-economic losses to determine whether, in fact, that did re- 
sult in lower malpractice premiums for the physicians in that 
State? 

Mr. Powell. I can provide my own academic research that shows 
that. Yes, I will be happy to. 

Senator Durbin. Would you do that? 

Mr. Powell. Yes. 

Senator Durbin. I appreciate it very much. 

[The information referred to appears as a submission for the 
record.] 

Senator Durbin. And if your premise is that we really get more 
competition if we ignore antitrust, do you suggest we eliminate 
antitrust laws for business in general? 

Mr. Powell. No, and the difference is that with insurance you 
do not know the price of your primary good and service until long 
after — or you do not know the cost until long after you have set the 
price. That is the nature of the business, and that is why this ex- 
emption is necessary so that the data can be shared and you can 
have new companies like Arkansas Mutual enter a market where 
we thought we could do a better job for our doctors. 

Senator Durbin. If I understand Chairman Leahy, there is no 
prohibition against sharing historical data. 

Mr. Powell. Clearly it is something that would have to be 
looked at again. Right now you can do it, and there is not a step 
that has to be taken. It is subject to all of the same antitrust provi- 
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sions at the State level that there — the idea that there is a bunch 
of insurance companies sitting around deciding what they are going 
to do together, I have never observed that. I have been in plenty 
of places where the companies and their employees go out of their 
way to not discuss those things because it is illegal. 

Senator Durbin. We just have 2 minutes left. The last question 
I will ask you is — and this dates me here because it goes back to 
the time when I was involved in this field. Is there still an Insur- 
ance Services Office? 

Mr. Powell. Yes, ISO still exists. 

Senator Durbin. And what do they do? 

Mr. Powell. They take the loss data, and they aggregate it and 
perform actuarial analysis of trending and all that to produce advi- 
sory loss costs. 

Senator Durbin. For price fixing. 

Mr. Powell. It is advisory loss costs. It says this is how much 
you would expect certain classifications to differ among each other. 
In medical malpractice, you might see the difficulty in differen- 
tiating price across different specialties, and especially at the high- 
er limits of loss where that would be useful for all companies that 
do not experience losses like that as often as some of the lower lev- 
els. 

Senator Durbin. Thanks, Mr. Powell. Mr. Hunter, I am sorry. 
We ran out of time. 

Chairman Leahy. I will submit my questions for the record, and 
we will keep the record open for others. 

[The questions appear as questions and answers at the end of 
hearing.] 

Chairman Leahy. I thank you both, and we are not beating a 
hasty departure based on your testimony, but based on the fact we 
have run out of time on the vote on the floor. 

[Whereupon, at 12:04 p.m., the Committee was adjourned.] 

[Questions and answers and submissions for the record follow.] 


VerDate Nov 24 2008 10:57 Jun 11, 2010 Jkt 056683 PO 00000 Frm 00038 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



35 


QUESTIONS AND ANSWTIRS 
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"PROHIBITING PRICE FIXING AND OTHER 
ANTICOMPETITIVE CONDUCT IN THE HEALTH INSURANCE 

INDUSTRY" 

OCTOBER 14, 2009 HEARING 

QUESTION FOR J. ROBERT HUNTER: 



In Mr. Powell's testimony, he stated that a lessened ability to share data would 
create uncertainty for insurers and also make it very difficult for small insurers 
assess risk and compete in the market, both resulting in increased prices for 
consumers. How is this uncertainty different than the uncertainty that companies 
competing in other industries that are subject to the antitrust laws face every day? 
Are there ways to exchange this data that do not run afoul of the antitrust laws, so 
as to enable small insurers to compete? 

ANSWER 


Over decades, large insurers have raised the “small insurers won’t be able to get 
data” myth to protect their own interests. In fact, antitrust legal experts at every 
hearing on the issue over decades have said exactly what Hon. Christine Varney said 
at this hearing, that exchange of historic data would pass muster under full 
application of the nation’s antitrust laws since the exchange of such data would be 
pro-competitive, not anti-competitive. 

What would be stopped, and what the large insurers want to maintain, is not the 
exchange of historic data but the joint manipulation of such data to project such 
information into the future for the large companies to jointly use in developing their 
rates or as indicators of where the market might price the insurance products. 

Small insurers can easily access risk without large insurers forcing joint action on 
pricing matters through the Insurance Services Office (ISO) and other cartel-like 
ratemaking organizations (e.g., the joint trending of data into the future or use of 
joint adjustments to reserves called “loss development”). 

The idea that requiring insurers to compete by price might result “in increased 
prices for consumers” is laughable. Every industry faces pricing decisions that have 
future considerations. When contractors bid on the construction of a building in the 
coming year, they have to price in the costs of labor and materials for next year. 
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Small contractors must decide for themselves how to bid. There is no Contractor’s 
Services Office (CSO) to fix the price for next year’s bricks or labor to “help” small 
contractors (and provide a signal to large contractors as to the appropriate price). 

If a CSO did “help” those contractors using such joint information, they would face 
prosecution. 

Beware of large insurers using the supposed situation facing small insurers as an 
excuse for anticompetitive behavior. Small insurers will do just fine with full 
antitrust enforcement fully in place and America’s insurance consumers will save 
billions of dollars from the huge inefficiencies and lack of competition that currently 
permeate the insurance business. 
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Responses to Questions Submitted by the Senate Judiciary Committee 

1. You testified that data-sharing among insurers is a key tool to permit smaller 
companies to enter the medical malpractice insurance market, thus improving 
competition in that market. 

a. Can you provide concrete examples of the kind of data being shared, how it is used, 
and how it promotes competition and new entry into the insurance markets? 

When forming Arkansas Mutual Insurance Company (AMIC), actuaries accessed the 
rate filings of other insurers operating in Arkansas. They used the loss experience of 
these companies, coupled with expected expenses of AMIC, to set rates. This included 
overall losses and relativities among classifications and limits. 

This promoted competition by allowing another company to enter the Arkansas 
market for medical professional liability insurance (MPLI). In fact, at least four 
insurance companies have entered Arkansas since 2007 using the same method. It is 
important to point out that in practice none of these companies charge exactly the 
same rate. Each has a different schedule of debits and credits to underlying rates 
based on the insured's loss experience and risk management practices. Quotes from 
various insurers to the same prospect often differ across companies by up to 50%. 

Another way insurers share data is by reporting claims experience to independent 
statistical agents, such as the Insurance Services Office. This is an independent agency 
which provides statistical services to the insurance industry, such as the calculation of 
loss costs and data trending services. While rating bureau services are important to 
other lines of insurance, MPLI carriers do not rely heavily on them, as the nature of 
the data collected is not sufficient for use in this very complex line of insurance. MPLI 
carriers mainly rely on their own experience, and that of other similar carriers, as 
indicated above. MPLI carriers do use rating bureau information for a few ancillary 
services, such as the determination of increased limits factors, which help them price 
occasional policies issued with high limits of exposure. Given that most MPLI 
companies are small, they do not have a lot of claims at very high limits of exposure 
which can be used to price future high limits policies. 


b. Is the data-sharing you referred to conducted with the knowledge and consent of the 
state insurance regulators? 

Data were downloaded from the Arkansas Insurance Department website at their 
suggestion. In many states, carriers are required by law to report to independent 
statistical agents. 
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2. At the hearing. Assistant Attorney General Varney stated that "data-sharing is a well 
recognized undertaking that, when done appropriately-when you're not talking about 
fixing price, when you're not talking about allocating markets-is absolutely permissible 
under the law." 

a. At the hearing you appeared to argue that the insurance market is "different" from 
other markets in the role of data-sharing and in its importance to insurer solvency and 
competition. How is the insurance market different from other products or services 
markets (e.g. the lumber industry or legal services industry) in its use of such data? 

Data sharing is more important to insurance companies given the nature of their 
operations. Insurers promise to pay uncertain amounts ex post in exchange for a 
certain premium ex ante. In other words, they have to set prices before they know all 
of the costs involved in providing insurance. In the MPLI industry, claims are closed 
and paid about 4.5 years on average after they happen. For some claims, this lag can 
be as long as ten years. While all industries face some level of uncertainty, very few 
are in the business of offsetting uncertainty, and fewer still are capable of legally 
reducing uncertainty by sharing data with competitors. 


b. How clear are the lines in Federal antitrust law on what is an "appropriate" or 
"inappropriate" form of data-sharing? 

Unfortunately, this is not my area of expertise. I operate in the insurance industry, 
and insurance pricing, or "the business of insurance," has never been subjected to 
federal antitrust laws. Without observing application of these laws, it is difficult to 
say how clear it would be in practice. I am not familiar with industries that are 
allowed to share under the federal law. 

c. If the lines are elear for other product or service markets where Federal antitrust law 
squarely applies, how directly do those lines translate to the conditions and practices of 
the insurance markets? 

Please see the answer to Question 2.b. above. 

d. If the lines in Federal antitnist law are not clear, what steps would insurers or potential 
new entrants to the insurance market be required to take to avoid legal jeopardy? 

It is unclear what would need to be done to clarify the risk, but in her testimony, Ms. 
Varney noted a rule of reason review and a business review letter may be options. I 
do not know what this involves, or if these measures would protect against private 
actions under the Clayton Act. 
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e. How well-developed are state regulations or standards of conduct designed to ensure 
competition in the insurance marketplace? Would the superimposition of 
Federal antitrust law onto existing state legal frameworks produce greater predictability 
and clarity, or would it produce unpredictability and confusion? 

Current law is predictable and stable as a result of many years of developed 
precedent. The current state regulations have been challenged in courts many times 
since McCarran Ferguson was enacted in 1945. Insurance is a heavily regulated 
industry, similar to the banking industry. In addition to annual audits performed by 
CPA firms, as in all other industries, insurers are also subject to tri-annual audits by 
state insurance departments. They are also subject to market conduct review, and 
review of complaints filed by unsatisfied customers with state insurance departments. 
In all states, insurers must file requested rate changes, and the insurance department 
has the final say on what insurers can charge their customers. 

While some have speculated that the transition to federal regulation would be 
smooth in this aspect, there is no way to reach legal predictability and stability would 
likely take many years to develop. 


f. Would the possibility of antitrust litigation chill insurers from entering the market or 
from engaging in certain efficient behaviors, even if the conduct in question were 
eventually found to be pro-competitive and not barred by Federal law? 

In my opinion, as one who formed a new carrier last year, it would. If McCarran were 
repealed, at the very least, I would need to provide for significant legal costs 
associated with analyzing antitrust issuers before starting another carrier. This is a 
significant and unnecessary addition to an already expensive process. My 
understanding is that the proposed change would also increase the cost of actuarial 
analysis for new firms, and existing firms that use bureau loss costs. 

g. In her testimony, AAG Varney suggested that insurers could seek a Business 
Review Letter from the U.S. Department of Justice to obtain some assurance about the 
legality of their activities. Would such letters provide sufficient security to avoid chilling 
pro-competitive information-sharing in the health or medical malpractice insurance 
markets? How would the risk of chilling such behavior change if S. 1681 were to limit 
Federal antitrust enforcement to the Department of Justice and the FTC, and exclude 
private party suits seeking treble damages under the Federal antitrust statutes? 

I have no experience with US DOJ Business Review Letters. 

Treble damages, potentially sought by private parties under the Clayton Act, would 
effectively deter insurers from using industry data or providing data to independent 
statistical agents, without thorough (and expensive) legal review. 
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h. Your testimony suggested that S.168! would raise hurdles for new businesses to enter 
the medical malpractice insurance market. Please identify those hurdles, other than 
litigation risk discussed above, and explain how significant the impact of such hurdles 
might be on competition in the medical malpractice insurance market. 

A substantial barrier to entry for new insurance companies is the cost of forming the 
company. Anything that increases such costs could decrease competition. 

In the last four decades, the MPLI industry has experienced a few distinct crises of 
increasing cost and decreasing availability of coverage. In each of these periods, new 
companies, and companies expanding from other states have been instrumental in 
mitigating the shortage of cover. By increasing cost or uncertainty of the process, 
consumers could be harmed substantially. 

3. How effective do you find the current state regulatory systems to be in preventing 
anticompetitive activities in the insurance markets? Are you aware of any "price fixing, 
bid rigging or market allocation" or other anticompetitive or collusive behavior in the 
health or medical malpractice insurance markets that state regulators have been unable or 
unwilling to prevent or control? Please explain. 

State regulators and lawmakers clearly have the authority and means to prevent 
anticompetitive practices. They periodically review the operations of every insurance 
company. Activities of regulators supplement market forces to promote competition. 

The primary mechanism for preventing such behavior is the market. If some 
companies collude in an anticompetitive way, another insurer can simply charge less 
or provide more value than the colluding companies to increase its market share. This 
is always the most efficient method of consumer protection. 

I have never witnessed any anticompetitive behavior in the MPLI industry. I cannot 
imagine a scenario in which the federal government would do a better job than state 
government in mitigating such behavior. 

4. In a hearing held by the House Judiciary Committee on October 8,2009, a 
representative of the ABA Section on Antitrust Law stated that the American Bar 
Association could support S. 1681 "only if the bill were amended to also provide safe 
harbors to protect specific practices in the insurance markets that are pro-competitive. 
According to the ABA, such protections would be "necessary amendments" to this 
legislation. 

a. Do you agree that such safe harbors are necessary to prevent S.1681 from harming 
competition in the insurance markets? 

If such safe harbors could be effectively implemented, they would, at best, recreate 
the environment currently provided by McCarran. My understanding is that there is 
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substantial disagreement in the legal community regarding the possibility of drafting 
adequate safe harbor legislation. 

b. Do you believe that a set of "safe harbors," as proposed by the ABA, would be better 
than the current narrow antitrust exemption provided by the McCarran- Ferguson Act? 
Why or why not? 

Discussion of safe harbors is not new and has been consistently rejected by scholars 
and policymakers. It is not practical to craft safe harbor provisions that would provide 
adequate protection for present or future pro-competitive activities and would simply 
introduce uncertainty into the insurance marketplace and invite costly and protracted 
litigation. It seems clear that the safe harbor that would be most effective in 
protecting insurers from anticompetitive antitrust scrutiny is the one that has been in 
place since 1945— the McCarran-Ferguson Act itself. 

There is little doubt that changing the existing insurer antitrust exemption— with or 
without "safe harbors"— will generate huge legal costs, as MPLI insurers would be 
forced to contend not only with government lawsuits but hundreds of private actions 
as well. Given the strong evidence supporting the current federal law, these costs 
represent inefficient, dead weight imposed on an effective and relatively efficient 
extant system. 

c. In her testimony before the House, the ABA representative predicted that this 
legislation would "place a greater burden on the insurance industry than on other 
industries" because it is so broadly-worded that it seems to outlaw activities that courts 
have found to be pro-competitive. Do you share the ABA's concern? Why or why not? 

While I do not fully agree with the conclusions expressed by Ms. Gotts in the House 
hearing, 1 share the ABA's concern regarding this aspect of S.1681. The relevant 
excerpt from that testimony is copied below. 

Turning back now to H.R. 3596, the American Bar Association would support 
legislation along the lines of H.R. 3596, but only if it is amended to provide safe 
harbors that are pro-competitive. The American Bar Association believes that the 
safe harbor provisions outlined above, that have been included in several other 
McCarran repeal proposals over the years but are not contained in H.R. 3596, are 
necessary amendments to the legislation. In addition, while the American Bar 
Association’s view is that the insurance industry should not be subject to an 
antitrust exemption, it should not be subject to a more rigorous antitrust standard 
than the rest of American industry either. While I do not believe that the bill's 
intention is to impose more demanding antitrust standards on the insurance 
industry than other industries, the bill’s broad prohibition on "price fixing," "bid 
rigging" and "market allocations" could potentially be read to condemn activity 
that would be otherwise permissible under the antitrust laws. Specifically, some 
activities that might be characterized as "price fixing" or "market allocation" could 
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have pro-competitive justifications that would make them permissible under 
current antitrust doctrine. For example, the antitrust laws generally permit 
manufacturers to set exclusive territories for their downstream distributors, even 
though such conduct could be construed as a vertical "market allocation." These 
terms have very specific meanings in the existing case law interpreting the 
Sherman Act, and it should clearly not be the intent of this legislation to place a 
greater burden on the insurance industry than on other industries. The safe 
harbors that the American Bar Association supports help to ensure against this 
result, but further clarification on this point would also be beneficial. 

5. One i.ssue much-debated at the hearing was the degree of competition currently in the 
health and medical malpractice insurance markets. 

a. Please provide your assessment of the competitive environment in these markets. How 
do these insurance markets compare to other financial services markets? If possible, 
please provide the Committee with recent studies measuring competition in these 
markets. 

My responses to previous and subsequent questions address this question as well. 

My responses are limited to the MPLI market. It appears very competitive in practice 
and from a logical assessment of available data. One point not made elsewhere is the 
observed lack of sustained profit. If health insurers or MPL insurers exercised 
monopoly powers, one would expect them to generate huge profits consistently. This 
is clearly not the case. 

The following chart shows profits in MPLI markets compared to other industries. 

While MPLI profits fluctuate substantially, they do not exhibit the sustained profits we 
would expect if they exercised monopoly power. In fact, their profits are negative in 
some years. . See also my attached paper titled "Assessing Financial Performance in 
Medical Professional Liability Insurance.*" 


' Hoyt, Robert E. and Lawrence S. Powell, 2006. “Assessing Financial Performance in Medical 
Professional Liability XmwAncs” Journal of Insurance Regulation, v25, nl (Fall, 2006); 3-13 


VerDate Nov 24 2008 


10:57 Jun 11,2010 Jkt 056683 


PO 00000 Frm 00047 


Fmt 6633 Sfmt 6633 


S;\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



44 


Figuie 3: C ompsu iug ROE ar loss Industiifs, 1986-2005 



•— v— DiverMfi«d Fiusncsnl — O-Fortime 500 — Vtilints • Medical Liabilm* InsHiacce 


Source. NAIC' IHoiuabihn, Repoil. ly'lf -006. s>ii4 fll Fact Book vanoits years 

b. Several Senators argued that the presence of only a few insurers in a given market was 
proof that the market is not "competitive." Do you agree with this position? Please 
explain. 

I absolutely do not agree. Market concentration does not necessarily indicate 
collusion or price fixing. In fact, in MPLI it often signals a very different situation. 
When a few companies have a large market share, it is most likely the result of 
efficiency (lower prices or greater value) or incentive alignments with consumers. 

With regard to MPLI, the majority of the coverage provided to doctors in the United 
States comes from small physician and other health care provider owned/operated 
insurers, such as Arkansas Mutual Insurance Company. Many of these companies 
were founded over thirty years ago by state medical societies because the commercial 
insurers were leaving the market due to their inability to predict losses and price 
accurately. In many states, these physician owned carriers, mutuals or reciprocals, are 
the predominate provider of MPLI insurance. This is because of their dedication to 
providing a market for physicians, and also because there are few commercial carriers 
left willing to take large positions in this line of insurance. However, market 
competition does exist, and in most states, multiple physician owned carriers 
compete, along with some commercial carriers. For example, in Arkansas, there are 
four physician owned carriers now in operation, as well as at least three commercial 
carriers writing any appreciable amount of MPL insurance. During the 1970s when the 
commercial carriers largely left the market, 28 states formed Joint Underwriting 
Authorities (JUA), which are essentially government-run insurers. These JUAs were 
intended to provide a residual market for physicians who could not get coverage from 
an insurance company. At this point, we are aware of only nine JUAs still in existence 
(HI, PA, SC, FL, TX, NH, Ny, Ml, MN). Note that all of these states have multiple 
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physican owned and commercial carriers in operation. The disappearance of the JUAs 
is testimony to the competitiveness of the MPLI market. 

Self-insurance is also a prevalent practice in the MPLI market, particularly in the case 
of large hospital and healthcare institutions. In fact. Conning and Company, a leading 
industry research firm, estimates that 60% of the MPLI market is now in this self- 
insured portion of the market. 

c. Are there structural factors in the health insurance or medical malpractice insurance 
markets that discourage monopolistic or oligopolistic behavior by insurers? Please 
explain. 

There are structural factors that prevent monopolistic behavior by MPLI carriers, even 
if they have a large market share. These factors are primarily the result of ownership 
structure and organization of market leading companies. 

In MPLI markets, 60% of physicians are insured by physician-owned insurance 
companies. These companies are organized as mutual insurers or reciprocal 
exchanges. They do not operate to make large profits. If premiums and investment 
income exceed losses and expenses, the remaining income belongs to policyholders. 
Profits are used to offset future premiums, or are refunded as policyholder dividends. 

Given these two important structural characteristics of insurance markets, it is logical 
to conclude that increased market share is the result of efficiency and low returns, 
rather than monopolistic or anticompetitive behavior. 
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U.S. Department of Justice 

OfSce of Legislative AlTairs 


Office of the Assistant Auomcy General Woshingto/t, D.C. 20SS0 

April 12. 2010 


The Honorable Patrick J. Leahy 
Chairman 

Committee on the Judiciary 
United States Senate 
Washington, D.C. 20510 

Dear Chairman Leahy: 

Enclosed please find responses to questions for the record stemming from the appearance of 
Christine Varney, Assistant Attorney General for the Department’s Antitrust Division, before the 
Committee on October 14, 2009, at a hearing entitled “Prohibiting Price Fixing and Other 
Anticompetitive Conduct in the Health Insurance Industry." We hope that this information is of 
assistance to the Committee. 

Please do not hesitate to call upon us if we may be of additional assistance. The Office of 
Management and Budget has advised us that there is no objection to submission of this letter from the 
perspective of the Administration's program. 


Sincerely, 


Ronald Weich 
Assistant Attorney General 


Enclosure 

cc: The Honorable Jeff Sessions 

Ranking Minority Member 
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Questions for Assistant Attorney General Christine Varney 
U.S. Senate Committee on the Judiciary 
“Prohibiting Price Fixing and Other Anticompetitive Conduct in the 
Health Insurance Industry” 

October 14, 2009 


1 . In yow testimony you characterized the McCarran-Ferguson antitrust exemption as 
“broad.” But Professors Areeda & Hovenkamp, among the most prominent scholars of 
U.S. aiitilTUSt law and whom you cited in your written testimony, note that the Supreme 
Court and other courts have “severely reduced” McCarran-Ferguson immunity by tightly 
circumscribing what actisdty qualifies as “the business of insurance” and is therefore 
eligible for the exemption. See 1 A PHILLIP E. AREEDA & HERBERT 
HOVENKAMP, ANTITRUST LAW 1 219c, at 4 (3d ed. 2006). On what do you base 
your assertion that the McCarran-Ferguson antitrust exemption is “broad?” 

Answer: 

Over the years, the courts have defined what constitutes the “business of insurance” with 
greater precision. Nevertheless, the McCarran-Ferguson Act exempts from the antitrust 
laws all activities that the courts find to be the business of insurance. In particular, the 
Act may exempt many types of conduct that might otherwise violate section 1 of the 
Sherman Act, including bid rigging, price fixing, and market allocations; section 2 of the 
Sherman Act, including unlawful monopolization; and section 5 of the Federal Trade 
Commission Act, including numerous unfair trade practices. Lower courts have held that 
many activities fall within the exemption. See generally 2 Section OF ANTITRUST Law, 
Am. Bar Ass’n, Antitrust Law Developments 1440 (6th ed. 2007). Moreover, tlie 
case law suggests that the McCarran-Ferguson Act may preclude federal antitrust action 
whenever there is a state regulatory scheme, regardless of how perfunctory or ineffective 
it may be. See, e.g.. Ohio AFL-CIO v. Insurance Rating Board, 451 F.2d 1 178 (6th Cir. 
1971). 


2. In response to several questions from Senators during the October 14'*' hearing, you 
argued that immunity from federal antitrust law increases the risk that insurers will 
engage in anti-competitive behavior. In your written testimony you also criticized the 
McCarran-Ferguson Act as conferring immunity even where state regulation is 
“minimal.” 

a. Please provide concrete examples of clearly anti-competitive conduct in the health 
and medical malpractice insurance markets that has been found to qualify for the 
McCarran-Ferguson exemption to federal antitrust law (or would likely be 
protected by that exemption) and that state regulators have refused (or been 
unable) to control. 

b. If anti-competitive behavior occurs, why isn’t the better solution to encourage 
state regulators— who are closer to the consumers who need to be protected, and 
who have a better grasp of the insurance market dynamics in their states — to be 
more diligent in regulating the insurers operating in their states? 


VerDate Nov 24 2008 10:57 Jun 11, 2010 Jkt 056683 PO 00000 Frm 00051 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



48 


Answer: 

Firms often take affirmative steps to conceal price fixing, bid rigging, market allocations, 
and other conduct that is illegal under the antitrust laws, even where the firms are subject 
to regulatory oversight and where the pertinent regulatory authority has forbidden the 
particular conduct, For instance, in In re Workers ’ Compensation Insurance Antitrust 
Litigation, 867 F.2d 1552, 1552-60, 1563-64 (8th Cir. 1989), cert, denied, 492 U.S. 920 
(1989), workers’ compensation insurers in Minnesota fixed prices on their insurance 
policies even thougli Minnesota had a law that embodied an explicit state declaration 
favoring competitive pricing. The court held that the McCarran-Ferguson Act 
nevertheless precluded the customers’ price-fixing claim under federal antitrust law. 

The Department believes that antitrust and regulation should work together to protect 
consumers. The antitrust laws are the chief legal protector of the ffee-market principles 
on which the American economy is based. Experience has shown that competition 
among businesses, each attempting to be successful in selling its products and services, 
leads to better quality products and services, lower prices, and higher levels of 
innovation. The antitrust laws ensure that businesses will not stifle this competition to 
the detriment of consumer welfare. Thus, while state regulators may be able to 
effectively regulate insurers operating in their states, the federal antitrust laws can greatly 
assist state regulators in their quest to protect consimiers . 


3. You argue in your testimony that imposing federal antitrust liability on top of existing 
state regulations will not harm the insurance markets because current business practices 
that some may claim fall within the literal language of this bill — ^for example, some types 
of data-sharing and expected-loss analysis that some object to as inviting “price fixing” — 
could be found to be pro-competitive and therefore legal under the “rule of reason.” In 
response to a question from Senator Leahy you argued that “data-sharing is a well- 
recognized undertaking that, when done appropriately — when you’re not talking about 
fixing price, when you’re not talking about allocating markets — is absolutely permissible 
imder the law.” 

a. How do you respond to the concern that the threat of antitrust litigation — and 
uncertainty about what courts will find is “appropriate” dala shariiig — will chill 
pro-competitive conduct? For example, small insiuers may be unwilling to incur 
the legal risk (or may lack the funds to hire lawyers for years of protracted 
litigation) to re-establish the precompetitive virtues of activities that state 
regulators have long considered to be good for the market. 

b. In your testimony, you suggested that insurers concerned about the legality of 
their practices could request a Business Review Letter from the Department of 
Justice. You also noted, however, that such letters only provide protection against 
federal government enforcement. What solace can a Business Review Letter 
provide to an insurer targeted by competitors or other plaintiffs through private 
antitrust suits? 

c. Some argue that recipients of Business Review Letters are rarely, if ever, found 
liable for antitrust violations in private antitrust litigation. Does the Department 
of Justice have any data to support or refute this claim? If recipients of Business 
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Review Letters prevail in private antitrust litigation, at what stage of the litigation 
have such defendants prevailed? 

d. Your argument appeared, at boltom, to be that federal supervision or private 
antitrust litigation is a better way to control behavior in the insurance markets 
than state regulatory supervision. Is this in fact your position? Please explain. 

Answer: 

The application of the antitmst laws to potentially procompetitive collective activity has 
become far more sophisticated during the 62 years since the McCarran-Ferguson Act was 
enacted. Some forms of joint activity that might have been prohibited under earlier, more 
restrictive antitrust doctrines are now clearly permissible, or at the very least analyzed 
under a rule of reason that takes appropriate account of the circumstances and efficient 
operation of a particular industry. Thus, there is far less reason for concern that overly 
restrictive antitrust rulings would impair the insurance industry’s efficiency. 

In particular, antitrust now recognizes that the vast majority of data exchanges either have 
no adverse competitive effect or are beneficial to consumers. For instance, the 
Department has observed that many methods that insurers commonly use to collect, 
aggregate, and review historical, and even projected, data on losses are procompetitive. 
See Department of Justice and Federal Trade Commission, Statements of 
Antitrust Enforcement Policy in Health Care, Statement 6: Enforcement Policy on 
Provider Participation in Exchanges of Price and Cost Information, available at 
www.ftc,govAc/healthcare/industryguide/policy/statement6.pdf. To the extent that a 
compelling case can be made that uncertainty as to the apphcation of the antitmst laws 
may deter particular procompetitive activity even if such conduct ultimately would be 
vindicated, the Department is open to affording continued protection to carefully defined 
conduct that is considered necessary or appropriate to the operation of the insurance 
industry. 

However, if the McCarran-Ferguson antitrust exemption were repealed, it is unlikely that 
health insurance companies would stop engaging in beneficial, procompetitive data 
exchanges because of fear of private litigation for a number of reasons. First, research 
suggests that many insurers, including health and malpractice insurers, no longer engage 
in die data exchanges that historically raised the greatest concern and served as a 
justification for the McCarran-Ferguson exemption. See Frank A. Sloan et al,. Insuring 
Medical Malpractice 94 ( 1 99 1 ); Richard N. Clarke et al., Sources of the "Crisis” in 
Liability Insurance: An Economic Analysis, 5 Yale J. on Reg. 367 (1988). Second, 
there is no reason to expect that health insurers will face a multitude of baseless private 
antitrust suits. As in other areas of law, private parties are unlikely to institute meritless 
lawsuits and even less likely to be successlul in pursuing them. This is especially the 
case with regard to data exchanges among health insurers, where it can be expected that 
the courts will take into account the views of the government, including those expressed 
in the Joint Justice Department-Federal Trade Commission Health Care Policy 
Statements and any positive business reviews. See, e.g., Levine v. Cent. Fla. Med. 
Affiliates, 72 F. 3d 1538, 1548-49 (1 1th Cir. 1996). While the Department does not 
collect data on whether Business Review recipients are later found liable for antitrust 
violations in private lawsuits, the Department is not aware of any such cases and expects 
that any defendants that received positive business reviews would request that the 
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Department participate as an amicus if the same conduct that was at issue in the business 
review was under court review. 

As noted in the answer to the previous question, while state regulators may be able to 
effectively regulate insurers operating in their states, the federal antitrust laws can greatly 
assist state regulators in their quest to protect consumers and regulate insurers. In the 
Department’s experience, the antitiust laws seek to ensure that businesses will not stifle 
competition to the detriment of consumer welfare. As such, the Department believes that 
antitrust and regulation should be viewed as complementary. 


4. One of the practices discussed at length by several Senators and by one of your fellow 
witnesses was the reliance by several health insurers on a data-collection and analysis 
service that issued guidelines on what prices for given medical services are “usual and 
customary” in a given geographic area. Critics of this practice cited to an “investigation” 
widely publicized by New York State Attorney General Andrew Cuomo which 
concluded that the “usual and customary” rate determinations were too low, and that the 
company providing the analysis may have had a conflict of interest because it was owned 
by a major national health insurer. 

a. Would you agree that the N.Y. State Attorney General’s report did not find, or 
even allege, that the use of the “usual and customary” rate data by all major health 
insurers in New York State violated either Federal or stale antitrust law? 

b. hi the aflemiatli of his investigation, N.Y. State Attorney General Cuomo has 
concluded agreements with every health insurer operating in New York State that 
require all insurers: to discontinue use of the private rate analysis service; to pay 
over 80 million dollars to fund a new, government-sponsored rate analysis 
company; and to use, collectively, the rate analysis provided by that new entity to 
determine “usual and customary” service rates to calculate the insurance 
companies’ reimbursements to their policy holders. See 

httr>://www. oag. stale, nv. vs/buremis/heeiUh care/HIT2/avreement. html . Assuming 
the McCanran-Ferguson exemption were repealed as contemplated in S.1681, do 
these agreements by all insurers operating within a state to use a single data 
provider to calculate their reimbursements constitute “any form of price fixing” 
behavior that might raise any Federal antitni.st concerns? 

c. As cxuiently drafted. Section 4 of S. 1 68 1 excludes “the information gathering and 
rate setting activities of any State commission of insurance, or any other State 
regulatory entity with authority to set insurance rates” from the bill’s repeal of 
McCatran-Ferguson immunity. Do you agree that this language does not protect 
the state-sponsored data analysis company created by N.Y. Stale Attorney 
General Cuomo from antitrust scrutiny? Do you agree that the narrowness of this 
language might deprive the N.Y. insurers’ use of the new rate data analysis 
company of a “state action” defense, even assuming the N.Y. Attorney General’s 
actions could be viewed as “authorized” to preempt federal antitrust law under 
Parker v. Brown? 

d. In Union Labor Life Ins. Co. v. Pireno, 458 U.S. 1 19 (1982), the Supreme Court 
held that a “peer review” arrangement in which an insurer relied on the opinions 
of expert practitioners to determine the “necessity” and “reasonableness” of 
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treatments was not the “business of insurance” and was therefore not protected by 
McCarran-Ferguson immunity. If health insurers were to enter into explicit 
horizontal agreements (without the coercion of state authorities) to rely on a 
single “peer review” service to evaluate claims and set reimbursement rates, 
would they be subject to antitrust scrutiny under the reasoning set forth in the 
Supreme Court’s decision in Pirenol 


Answer; 

New York State Attorney General Andrew Cuomo announced in his press release on the 
Ingenix investigation settlement agreement with UnitedHealth that the industry reforms 
“will bring crucial accuracy, transparency, and independence to a broken system” and 
that the settlement “removes the conflicts of interest that have been inherent in the 
consumer reimbursement system.” 

To the extent that section 4 of S. 1681 is designed to reflect and maintain intact the state 
action exemption to the federal antitrust laws, the Ingenix settlement would not be 
affected by this legislation. However, the applicability of the state action doctrine in any 
given instance turns heavily upon the specific facts of a particular situation. The 
Department cannot make a determination on the applicability of the state action defense 
to New York’s agreement without further information. 

Pireno and Group Life & Health Ins. Co. v. Royal Drug Co., Inc., 440 U.S. 205 (1979), 
establish as a general proposition that the McCarran-Ferguson Act does not exempt from 
antitrust scrutiny an insurer’s dealings with its providers. Consequently, it is not clear 
how repeal of the McCarran-Ferguson exemption would impact the applicability of the 
federal antitrust laws to insurers’ agreements to use data from the same vendor when 
calculating their respective provider reimbursement rates. However, the holding in 
Pireno suggests that the McCarran-Ferguson Act most likely would not exempt from 
antitrust review health insurers’ agreements — ^without Ihe coercion of state authorities — 
to rely on a single “peer review” service to evaluate providers’ claims and set providers’ 
reimbursement rates. 


5. In your testimony, you expressed a general opposition to antitrust exemptions and your 
support for S.1681 and its repeal of the McCarran-Ferguson exemption for health and 
medical malpractice insurers. In a hearing held by the House Judiciary Committee on 
October 8, 2009, the current Chair of the ABA Section on Antitrust Law, Ms. Ilene 
Knable Gotls, stated that the American Bar Association could support S.1681 “only if’ 
the bill were amended to also provide safe harbors to protect specific practices in the 
insurance markets that are pro-competitive. According to the ABA, such protections 
would be “necessary amendments” to this legislation. 

a. Do you agree that such safe harbors are necessary to prevent S.1681 from 
harming competition in the insurance markets? 

b. Do you believe that a set of “safe harbors,” as proposed by the ABA, would be 
better than the current narrow antitrust exemption provided by the McCarran- 
Ferguson Act? Why or why not? 

c. In her testimony before the House, Ms. Gotts indicated that the ABA feared this 
legislation would “place a greater burden on the insurance industry than on other 
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industries” because it is so broadly-worded that it seems to outlaw activities that 
courts have found to be pro-competitive. Do you share the ABA’s concern? Why 
or why not? 


Answer; 

As stated above, the Department believes that the antitrust laws are more sophisticated 
and flexible now than when the McCarran-Ferguson Act was adopted over 60 years ago. 
Thus, even without the proposed safe harbors, the antitrust laws should quickly, 
accurately, and efficiently sort out conduct beneficial to consumers, like insurers’ 
exchanges of historical loss data, from conduct deleterious to consumers, like agreements 
among insurers on premiums. Repealing the McCarran-Ferguson antitrust exemption 
would subject the health and medical malpractice industries to tlie same treatment under 
the antitrust laws as virtually every other industry in our nation’s economy. At the same 
time, because the proposed safe harbors would protect conduct that is highly luilikely to 
be harmful to competition or consumers, they could provide greater clarity to the health 
insurance industry. 


6. One of the most frequent complaints about competition in the health insurance market, 
expressed in Senator Reid’s witness statement and in remarks by several Members of the 
Committee, is that the industry has become too consolidated. Critics claim that there are 
too few insurance companies competing in certain markets and that they are therefore 
able to charge “excessive” premiums. 

a. Has the Department of Justice or the FTC conducted any analysis of the 
competitive environment in health and medical malpractice insurance markets? 

b. S.1681 speaks of “price fixing, bid rigging, or market allocation,” but does not 
mention monopolization, market power, or consolidation in the health or medical 
malpractice insurance markets. In response to a question from Senator Leahy you 
appeared to agree with him that “removing” the antitrust exemption provided by 
McCarran-Ferguson would enable the Department of Justice to scrulinize what he 
and others have argued is excessive concentration in the insurance markets. Is it 
your position that the passage of S.1681 would have this effect, even though 
market concentration is not mentioned in the bill? Please explain. 

c. In your response to Senator Leahy you also appeared to agree with his suggestion 
that current law bars the Department of Justice from examining market 
concentration in the health and medical malpractice industry. The Supreme Court 
has memorably remarked that the McCarran-Ferguson exemption applies to “the 
business of insurance,” not to “the business of insurers.” Is it your view that 
questions of market concentration or monopoly — which are common to all 
businesses — constitute “the business ofinsurajice” so as to bar Federal antitmst 
scrutiny? Please explain. 

Answer: 

On multiple occasions in recent years, the Department of Justice has investigated 
proposed mergers in the health insurance industry and allegations concerning the 
competitive environment in various areas of the medical malpractice insurance industry. 
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These inquiries entailed a carcfiiJ analysis of the competitive dynamics of the particular 
market in question. In addition, in 2002-03 the Division co-hosled with the Federal 
Trade Conunission comprehensive hearings on competition in the health care industry, 
mciuding die health insurance industry. Chapters 5 and 6 of the report ensuing from 
those hearings, Fed. Trade Common and U.S. Dep’t of Justice, Improving Health 
Care; A Dose of Competition (2004), discusses the factors important to promoting 
competition in the health insurance industry. 

Historically, price fixing, bid rigging, and market allocation cartels have been some of the 
most effective means for competitors to coordinate their activities, to the detriment of 
consumers. Repeal of the McCarran-Ferguson antitrust exemption will eliminate the 
methods most readily available to other industry participants to reduce output, increase 
prices, and depress innovation. 

Supreme Court precedent makes it clear that the Antitrust Division has the authority to 
challenge an anticompetitive merger of two insurance companies because such an activity 
is not “the business of insurance.” See SEC v. National Securities Inc., 393 U.S. 453 
(1969). Whether other particular activities or practices are "die business of insurance” 
are specific factual questions. Thus, the question in a particular case involving health or 
medical malpractice insurance would be whether the three criteria of Pireno have been 
satisfied. 
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Mr. Chairman and Members of the Committee: 


On behalf of the American Bar Association (“ABA”), which has almost 400,000 
members, 1 appreciate the opportunity to submit to you the ABA’s views concerning S. 1681, 
The Health Insurance Industry Antitrust Enforcement Act of 2009, The Antitrust Law Section 
has frequently noted its opposition to industry-specific exemptions from the antitrust laws, 
finding them to be rarely justified. Accordingly, the ABA advocates a repeal of the McCarran- 
Ferguson exemption, rendering the federal antitrust laws applicable to the insurance industry. 
However, to deter unwarranted private litigation te,sting the limits of permissible insurer conduct 
absent an exemption, the current ABA Policy further recommends that a limited number of “safe 
harbor” exemptions be created for certain demonstrably procompetitivc forms of conduct. 

1. The ABA’s Views of the McCarran-Ferguson Antitrust Exemption 
The ABA believes that the McCarran-Ferguson Act’s antitrust exemption should be 
repealed for the insurance industry and replaced with a series of “safe harbor" protections for 
certain forms of collective insurer conduct that are unlikely to cause anticompetitive harm to 
consumers. The underlying rationale for the American Bar Association’s position is that the 
Sherman Act has served the nation well for nearly 120 years because it is a simple and very 
flexible statement of competition policy that is interpreted by the courts based on the facts and 
circumstances of each particular ca.se. This flexibility eliminates, in most cases, the need for 
industry-specific exemptions. Moreover, the benefits of such exemptions rarely outweigh the 
potential harm imposed on society by the loss of competition resulting from such exemptions, 
and often are not necessary to limit the risk of deterring procompetitivc conduct. In short, the 
objectives and goals of the McCarran-Fcrguson exemption can be achieved in a manner 
consistent with established antitrust principles and enforcement policy, thus rendering the 
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exemption unnecessary, provided “safe harbors” arc created, as 1 explain in more detail in this 
statement. 

Consistent with these general principles, the American Bar Association has supported 
McCarran-Fcrguson reform in the past, most recently in my testimony before the House 
Judiciary Committee Subcommittee on Courts and Competition Policy that I presented to the 
Subcommittee on October 8, 2009, In June of 2006, testimony was presented before your 
Committee by Don Klawitcr, the Chair of the Section of Antitrust Law of the ABA at that time. 
The ABA has consistently expressed the view that the McCarran-Ferguson Act’s antitmst 
exemption should be repealed for the entire insurance industry - not just with respect to the 
health insurance and medical malpractice insurance industries, as S. 1681 would do - and 
replaced with a scries of “safe harbor” protections for certain fonns of collective insurer conduct 
that were unlikely to cause anticompetitive harm to consumers. To the extent that S. 1681 
constitutes a first step in this direction, by repealing the antitrust exemption for these two types 
of insurance, the American Bar Association would support legislation along the lines of S. 1681, 
but only if it were amended to provide safe harbors for certain procompetitive conduct as set 
forth in our attached ABA policy. 

As 1 Just indicated, the American Bar Association position on McCarran is not new; over 
the last twenty years the ABA has consistently maintained that the McCarran-Fcrguson Act 
should be repealed and replaced with certain “safe harbor" protections that 1 will outline below. 
See, e.g., ( oinnicnts to the .A milrust M oderni/a lion Commission Reuurdiiu: i l te M cCarran- 
f'frsiisi.ni (April 10, 2006), available at hini: ' w'wvv.abaiict.org/autiii'ust.a;- 

cominc nis/20 i)6/()4-06/C'l- AMC -McCarranF cr»us Qn.i>df. The American Bar Association’s 
position - then and now - is that McCarran should be repealed and replaced by a scries of safe 
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harbor protcclions for certain insurance industry conduct. For all other conduct, the American 
Bar Association position is that the insurance industry should be subject to the same antitrust 
rules as other industries. Before addressing some of the specifics of the proposed bill, ( believe 
that a brief historical review of the origins of the McCarran-Ferguson Act is helpful. 

Why do we have an antitrust exemption for the insurance industry? In the latter half of 
the 19th century, dramatic growth in the fire insurance industry led to increased interest by the 
states in the regulation and taxation of insurance companies, in response, insurance companies, 
seeking to avoid such regulation, challenged the slates’ authority to regulate the insurance 
industry, contending that such regulation constituted a violation of the Commerce Clause. 
However, in Paul v. Virginia, 15 LfS. (8 Wall.) 168 (1868), the United States Supreme Court 
rejected the insurers’ position, holding that the Commerce Clause did not preclude the states 
from regulating insurers. 

In the wake of the Paul decision, state regulation of insurance increased significantly. 
Then, in 1944. the United States Supreme Court, in United Stales v. South-Eastern Underwriters 
Ass’n, 322 U.S. 533 (1944), effectively overruled Paul, holding that insurance was interstate 
commerce and therefore subject to federal regulation. In response, the very next year, Congress 
enacted the McCarran-Ferguson Act, 15 LI.S.C. § 101 1 et seq., seeking to ensure that the 
regulation of the insurance industry remained principally the province of the states. 

The Act provides the insurance industry generally -not just health insurers and medical 
malpractice insurers - with a limited exemption from the federal antitrust laws. Specifically, the 
McCarran-Ferguson Act exempts conduct if that conduct ( I ) constitutes “the business of 
insurance” (2) is “regulated by State Law” and (3) does not amount to an “agreement to boycott. 
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coerce, or intimidate, or act of boycott, coercion, or intimidation.” All three prongs of the 
McCarran-Ferguson Act must be satisfied for the exemption to attach to an insurer’s conduct. 

In determining whether conduct qualifies as “the business of insurance” under the 
McCarran-Fcrguson Act’s first prong, the courts have considered (I ) whether the activity has the 
effect of transferring or spreading a policyholder’s risk; (2) whether the activity is an integral 
part of the policy relationship between insurer and insured; and (3) whether the activity is limited 
to entities within the. insurance industry. See Union Labor Life Ins. Co. v. Pireno, 458 U.S. 1 19 
(1982); Group Life & Health Ins. Co. v. Royal Dmg Co„ 440 U.S. 205 (1979). Notably, no 
single factor is determinative on this issue. 

As to the second prong, courts have held that an activity is regulated by state law if the 
insurer is subject to general state regulatory standards. In addition, the quality of the regulatory 
scheme, or its enforcement, docs not influence the availability of the exemption. Hartford Fire 
Ins. Co. v, California, 509 U.S, 794 (1993). 

Finally, with respect to the third prong, the Supreme Court held in Hartford Fire that a 
boycott occurs, thus subjecting insurer conduct to the federal antitrust laws, when a refusal to 
deal is designed to pursue an objective “collateral" to the terms of the transaction in which the 
refusal to deal occurs. 

With this as background, nearly twenty years ago the American Bar Association formed a 
commission to study, among other things, the important policy issues associated with the 
application of the U.S. antitrust laws to the business of insurance. Following two years of 
discussion and debate, the ABA adopted a resolution recommending the repeal of the McCarran- 
Fcrgu,son exemption to the antitrust laws, to be replaced by a series of safe harbors defining 
certain categories of exempt conduct. The safe harbors arc not intended to alter existing antitrust 
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policy; rather, they arc intended to serve the important objective of deterring private litigation 
that might, post-exemption, challenge conduct that, in the unique circumstances of the insurance 
industry, may actually promote competition. The ABA’s recommendation, which is attached to 
this statement for your convenience, recognizes the benefits of safe harbors for the following 
conduct by insurance companies: 

( 1 ) Insurers should be authorized to cooperate in the collection and dissemination of past 
loss-experience data so long as those activities do not unreasonably restrain competition, but 
insurers should not be authorized to cooperate in the con,struction of advisory rates or the 
projection of loss experience into the future in such a manner as to interfere with competitive 
pricing. 

(2) Insurers should be authorized to cooperate to develop standardized policy forms to 
simplify consumer understanding, enhance price competition and support data collection efforts, 
but state regulators should be given authority to guard against the use of standardized forms to 
unreasonably limit choices available in the market. 

(3) insurers should be authorized to participate in voluntaiy joint-underwriting 
agreements and in connection with such agreements to cooperate with each other in making 
rates, policy forms, and other essential insurance functions, so long as these activities do not 
unreasonably restrain competition. 

(4) Insurers participating in residual market mechanisms should be authorized in 
connection with such activity to cooperate in making rates, policy forms, and other essential 
insurance functions so long as the residual market mechanism is approved by and subject to the 
active supervision of a state regulatory agency. 
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(5) Insurers should be authorized to engage in any other collective activities that 
Congress specifically finds do not unreasonably restrain competition in insurance markets. 

These safe harbors arc intended to protect legitimate procompetitive joint activity by 
insurers while still subjecting the insurance industry to the antitrust rule of law. While much, if 
not all, of the safe harbor conduct would be permissible or even encouraged under cunent 
antitrust precedent, the idea of the safe harbors is to remove all doubt, and hence to discourage 
private suits challenging such procompetitive conduct. 

Turning back now to S. 1681, the American Bar Association would support legislation 
along the lines of S, 1681, but only if it is amended to provide safe harbors for conduct that is 
procompetitive. The American Bar Association believes that the safe harbor provisions outlined 
above, that have been included in several other McCarran repeal proposals over the years but are 
not contained in S. 1681, arc necessary amendments to the legislation. 

At the same time, repeal of McCarran without the creation of those safe harbors would 
not be desirable because it would leave a degree of uncertainty regarding the permissible scope 
of insurer interaction, potentially causing consumer harm. While Assistant Attorney General 
Varney testified before your Committee that she believed that activities such as the sharing of 
historical claims data is well recognized as pcnnissible conduct that would likely not be subject 
to challenge, that is no guarantee against possible litigation. Because there is no case law on the 
insurance-related issues that would arise, it is not entirely clear what forms of collective action 
would be allowed if the McCarran-Ferguson exemption was repealed in all respects. Business 
review letters from the Department of Justice, while often helpful in providing guidance to the 
business community, take considerable time to process and, faced with such uncertainty, many 
companies might avoid collective action that could be procompetitive for tear of criminal or civil 
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penalties. Uncertainty will only be removed after expensive litigation and the reconciliation of 
potentially conflicting judicial interpretations. 

In addition, while the American Bar Association’s view is that the insurance industry 
should not be subject to an antitrust exemption, it should not be subject to a more rigorous 
antitrust standard than the rest of American industry cither. While 1 do not believe that the bill’s 
intention is to impose more demanding antitrust standards on the insurance industry than other 
industries, the bill’s broad prohibition on “price fixing,” “bid rigging” and “market allocations” 
could potentially be read to condemn activity that would be otherwise permissible under the 
antitrust laws. Specifically, some activities that might be characterized as “price fixing” or 
“market allocation” could have procompetitivc justifications that would make them pcnuissible 
under current antitrust doctrine. For example, the antitrust laws generally permit manufacturers 
to set exclusive territories for their downstream distributors, even though such conduct could be 
construed as a vertical “market allocation.” These terms have very specific meanings in the 
existing case law interpreting the Sherman Act, and it should clearly not be the intent of this 
legislation to place a greater burden on the insurance industry than on other industries. 
Accordingly, the language of Section 3 of the bill could be clarified by adding the bold language 
as follows: 

Notwithstanding any other provision of law, nothing in the Act of March 9, 1945 
(15 U.S.C. 1011 ct seq.. commonly known as the “McCarran-Ferguson Act”), 
shall be construed to pemiit health insurance issuers (as defined in section 2791 of 
the Public Health Service Act (42 U.S.C, 300gg-9l) or issuers of medical 
malpractice insurance to engage in any form of price fixing, bid rigging, or 
market allocations that contravenes federal antitrust law in connection w'ith the 
conduct of the business of providing health insurance coverage (as defined in such 
section) or coverage for medical malpractice claims or actions. 
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The American Bar Association believes strongly that competition in the insurance 
industry can be enhanced, consistent with necessary joint activities, to the benefit of all segments 
of our society. 

Thank you for the opportunity to present the views of the American Bar Association. Wc 
would be happy to work with your Committee on the legislation and to answer any questions you 
might have. 
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Resolution Adopted By The 

American Bar Association 
House of Delegates 
February 1989 

BE IT RESOLVED, That the American Bar Association adopts the following recommendation: 

1) The current McCarran-ferguson exemption to the antitrust law's should be repealed and 
replaced with legislation containing the following features; 

(1) Insurers should be made subject to general antitrust laws but provided with 
authorization to engage in specified cooperative activity that is shown to not unreasonably 
restrain competition in the industry. 

(2) Insurers should be authorized to cooperate in the collection and dissemination of past 
loss experience data so long as those activities do not unreasonably restrain competition but 
should not be authorized to cooperate in the construction of advisory rates or the projection of 
loss experience into the future in such a manner as to interfere with competitive pricing. 

(.3) Insurers should be authorized to cooperate to develop standardized policy forms in 
order to simplify consumer understanding, enhance price competition and support data collection 
efforts, but state regulators should be given authority to guard against the use of standardized 
forms to unreasonably limit choices available in the market. 

(4) Insurers should be authorized to participate in voluntary joint underwriting 
agreements and in connection with such agreements to cooperate with each other in making 
rates, policy forms, and other essential insurance functions so long as these activities do not 
unreasonably restrain competition. 

(5) Insurers participating in residual market mechanisms should be authorized in 
connection with such activity to cooperate in making rates, policy forms, and other essential 
insurance functions so long as the residual market mechanism is approved by and subject to the 
active supervision of a state regulatory agency. 

(6) Insurers should be authorized to engage in such other collective activities that 
Congress specifically finds do not unreasonably restrain competition in insurance markets, 

(7) State regulation of insurance rates should not exempt insurers from the antitnist laws 
under the state action doctrine, except as specitied in Recommendation B.l(T) to B.l(6). Other 
non - rate regulation by a state should not exempt insurers from the antitrust laws unless that 
regulation satisfies the requirements of the stale action doctrine and the regulation is shown to 
not unreasonably restrain competition. 

2) States should retain the authority to regulate the business of insurance. The federal 
govemment should defer to state regulation except in those unusual circumstances where the 
regulatory objective can only be effectively accomplished through federal involvement. 
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The American Dental Association (“ADA”) is pleased to submit this written testimony 
for inclusion in the record of the Senate Judiciary Committee’s hearing on Prohibiting Price 
Fixing and Other Anticompetitive Conduct in the Health Insurance Industry, held on October 14 
2009. The hearing addressed the merits of “The Health Insurance industry Antitrust 
Enforcement Act of 2009” (S. 168 1 ), which would repeal the antitrust exemption created by the 
McCarran-Fcrguson Act, 15 U.S.C. §§ 101 1-I0I5, with respect to health insurers. For the 
reasons set forth below, the ADA strongly supports this much needed legislation. 

I. About the ADA 

The ADA is America’s leading advocate for oral health. Established in 1859, the ADA 
today represents approximately 157,000 licensed denli.sts in the United States. Through its 
numerous initiatives, the ADA supports programs to improve access to high qualify dental care 
for all Americans and to inform all Americans about their oral health. Consequently, the ADA 
has a real and abiding interest in promoting a robustly competitive market for health insurance. 

II, Repeal of the Health Insurance Industry’s Antitrust Exemption 

The McCaiTan-Ferguson Act’s antitrust exemption extends to all conduct that constitutes 
the “business of insurance,” not merely the activities of health insurers. Nevertheless, the repeal 
of the exemption within the health insurance industry is particularly important. As both Senator 
Reid and Senator Leahy emphasized during the Committee’s hearing,* the current debate 
regarding health care reform requires serious consideration of any and all means to introduce 
competition and make health insurance affordable for all Americans. An important step toward 
achieving thevse objectives is eliminating the unwamanted antitrust exemption that grants health 
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insurers special status, and permiis them to ignore the competitive rules that apply to every other 
U.S. business. 

A. Antitrust Exemptions Are Disfavored as a General Rule 

Even before addressing the merits of the specific antitrust exemption for the insurance 
industry, it is worth noting that, as a general rule, all such exemptions are disfavored. Although 
a number of industry-specific statutory exemptions remain on the books, no new exemptions 
have been added in decades. The bipartisan Antitrust Modernization Commission (“AMC”) 
recently concluded that “[tjypically, antitrust exemptions create economic benefits that flow to 
small, concentrated interest groups, while the costs of the exemption are widely dispersed, 
usually passed on to a large population of consumers through higher prices, reduced output, 
lower quality, and reduced innovation.”^ Consistent with the views of the AMC, the Antitrust 
Section of the American Bar Association has steadfastly advocated repeal of the specific 
McCarran-Ferguson Act exemption for the insurance industry lor over twenty years. * 

B. The McCarran-Ferguson Act Is Not 
Tailored to Unique. Insurance-Industry Needs 

Insurers frequently argue that, without the protection of the McCarran-Ferguson Act 

exemption, they will be unable to engage in procompctiiivc joint conduct, such as developing 
standardized policy forms or collecting and disseminating past loss experience data. However, 
there is little support for these concerns. Firms in other industries routinely carry out these sorts 
of activities through trade associations and other indirstry collaborative bodies without fear of 
undue antitrust enforcement. As the Antitrust Division of the Department of .lustice (“DOJ”) 
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noted in its own testimony before the Committee, antitrust enforcement has changed 
significantly since 1945. Modem antitrust law is flexible enough that the insurance industry 
practices at issue, rather than being automatically condemned under the per se rule, would now 
be analyzed under the rule of reason, pursuant to which a particular practice’s potential 
procompetitive benefits arc weighed against its potential anticompetitive harms.’* Reducing the 
legal uncertainty and business risk .still further, DOJ and the Federal Trade Commission (“FTC") 
have issued detailed joint guidance on the operation of antitrust-compliant industry-wide 
information exchanges,** as well as the structuring of other competitor collaborations.*’ Finally, 
when even this guidance is insufficient, insurers can request a business review letter from DOJ, 
or an advi.sory opinion from the FTC, to assess the antitmst risk associated with a new business 
practice before implementing it in the marketplace. 

C. The McCarran-Kerguson Poes Not Benefit Consumers 

Both patients and providers have been hurt over the years by the false argument that the 
McCarran-Ferguson Act exemption protects patients by serving to control the cost of health care. 
This is simply not the case. Promoting lower prices, greater consumer choice, and incroa.sed 
innovation through robust competition is the role of the antitrust laws. The Stipremo Court has 
characterized the antitrust laws as "the Magna Carta of free enterprise,’’^ and the Sherman Act, 

15 U.S.C. §§ I -7, has proven sufficiently versatile to spur efflcicncy-enhancing competition in 
markets spanning the full range ofthe U.S. economy- largely without the need for industry 
specific exemptions - for over one hundred years. The McCaiTan-Ferguson Act, in contrast, was 
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' U.S. Dep't ot Musticc and Fed. Trade Comin’n Statements on Anlitnist [-nt'orcement Policy in Health Care, 
Statement 6 ( 1 996). 

U.S, Dep't otMusiice and Fed, Trade Comm’n Antitrust Guidelines for Collaborations Amortg Competitors (2000). 
United States v. Topco A.s.saciates. 405 U.S. 596 (1972). 
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intended to protect the insurance industry from a perceived threat of contlicting state and federal 
regulation - a threat that has proven illusory in the six decades since the legislation’s passage. 

D- The McCarran-f’erguson Act Chills Needed Antitrust Oversight 

Repeal of the McCarran- Ferguson Act will substantially improve, even potentially 
eliminate, the problem of one-sided federal antitrust enforcement. According to a 2008 study by 
the American Medical Association, within the 3 14 metropolitan statistical areas surveyed, 94% 
of commercial health insurance markets qualified as “highly concentrated” under standards 
established by DO.I and FTC.” Yet, currently, dentists and other health care providers facing 
monopoly health plans have little recourse. If individual providers or practices band together to 
increase their negotiating clout, they are likely to trigger an antitrust investigation, if not an 
enforcement action. For decades, however, when health care providers have brought antitrust 
concerns regarding insurers to the attention of federal enforcers, agency staff have been reluctant 
to proceed for fear of crossing the line that McCarran- Ferguson draws. Repeal of the Act would 
enable both DOJ and FTC to focus their attention on specific anticompetitive practices by 
insurers that may adversely affect patients and dentists, thereby leveling the playing field and 
ensuring that providers and health plans are abiding by the same set of competitive rules. 

Furthermore, the McCarran-Ferguson Act, by severely limiting federal antitrust 
enforcement in the insurance industry, places virtually all of the oversight responsibility on state 
regulators. This allocation of responsibility functions relatively more effectively in those states 
having better developed and funded rcgulatoiy structures, and decidedly less well in the ones that 
do not. Consequently, repeal of McCarran- Ferguson will lead not only to better, but also to 
more consistent, antitrust enforcement, as health insurer conduct that is currently subjected to 
antitrust scrutiny in only some states will be subjected to equivalent scrutiny nationwide. 

^ [ juily Berry. Metro Areas Dominaled hy / or 2 Health Insurers, American Mcdicai News, Mar. A. 2(H)9. 
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E. The McCarran-Ferguson Act Is Outdated 

At the time of its passage in 1945, the McCarran-Ferguson Act was intended to resolve a 
perceived conflict between state and federal regulation of the insurance industry. Prior to the 
Supreme Court’s decision in United States v. South-Eastern Underwriters Ass regulation of 
the insurance industry was regarded as the exclusive province of the states. In South-Eastern 
Underwriters, however, the Court concluded that the insurance industry was within the 
regulatory reach of the federal government. Under heavy lobbying by the insurance industry. 
Congress subsequently passed the McCarran-Ferguson Act to return exclusive regulatory 
authority to the states, thereby eliminating for the decades that followed much of the important 
federal antitrust scrutiny that has been so highly effective in combating anticompetitive conduct 
in other industrial sectors. Whatever justilication there may have been for the McCarran- 
Ferguson Act exemption originally, it serves no legitimate puipose today. For example, the 
possibility of insurers being pulled in different directions by conflicting state and federal 
regulatory requirements has been vastly reduced in the sixty years since the Act’s passage, by the 
so-called state action doctrine, first articulated by the Supreme Court in Parker v. Brown. The 
doctrine has served well to resolve potential conflicts between state regulation and the federal 
antitrust laws. Pursuant to it. wherever a state clearly expresses an intention to regulate specific 
practices or conduct, and such regulation is actively enforced, the federal antitrust enforcement 
agencies defer. In this light, it becomes apparent that the Act exists today as nothing more than 
a historical vestige whose complicated terms have resulted in misinterpretation and mischief 


" j22U.S. 5.2.2(1944). 
"’217 U,S. 241 (1942). 
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IH. Conclusion 

The ADA appreciates the opportunity to participate in the Committee’s hearing by 
submitting this written testimony. We look forward to the opportunity to work with the 
Committee’s members and staff to address the important issues raised by “The Health Insurance 
Industry Antitrust Enforcement Act of 2009” as the Committee’s consideration of the bill moves 
forward. 
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American Hospital 
Association 


Libenv PiBCtS Suite 700 
325 Seveiiir. Street NW 
W3S?!inglon, DC ?fj00‘>-?.S0? 
(202, B3B-nQOPtione 
WWW sliu.ofy 


Ociober 13,2009 

The Honorable Patrick Leahy 
Chairman, Senate Judiciary Committee 
224 Dirksen Senate Office Building 
Washington, DC 205 iO 

Dear Chairman Leahy: 

On behalf of the American Hospital Association's (AHA) more than 5,000 member hospitals, 
health systems and other health care organizations, and our 40,000 individual members we 
appreciate the opportunity to write in support of the “Health Insurance Industry Antitrust 
Enforcement Act of 2009'” S. 1681. The bill promotes a limited repeal of the McCarran- 
Ferguson antitmst exemption available for health insurers for price fixing, big rigging and 
market allocation. AHA believes that the health insurance industry should be governed by the 
same antitrust laws and policies that apply in other sectors of our economy, including health 
care. Any exemptions should be narrow and carefully tailored to achieve a procompetitive 
purpose. 

AHA has recently articulated Its concern about the abuse of market power in the health insurance 
industry in a letter and background paper shared with the Department of Justice’s Antitrust 
Division (DOJ) in May. We urged the Division to step up its enforcement against health plan 
mergers and other anticompetitive conduct because the increase in concentration and 
increasingly anticompetitive conduct was harming consumers, hospitals and other caregivers and 
could imperil health care reform. 

The recent Kaiser Family Foundation and the Health Research & Educational Trust (HRET) 
survey confirms that the cost of health insurance premiums continue.s to outpace inflation and the 
growth in most American’s wages. The survey reported that family health insurance premiums 
rose about 5 percent this year, which is much more than general inflation (which fell 0.7 percent 
during the same period). Workers' wages went up 3.1 percent during the same period. Since 
1999, premiums have gone up a total of 131 percent, far more rapidly than w'orkers' wages (up 
38 percent since 1999) or inflation (up 28 percent since 1999). 

We arc also concerned about how the insurance industry's market power might impact a health 
insurance exchange {or multiple exchanges) where consumers will have the opportunity to 
compare health insurance offerings in a new and robust marketplace. A recent New York Times 
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article warned that “[wjithout careful design and adequate rules of fair play ... the exchange 
might not actually stimulate new competition among the nation’s health insurers.” 

S. 1681 should help to achieve the goal of “fair play” by eliminating antitrust protection for price- 
fixing, bid rigging and market allocation activities that could undermine the success of a health 
insurance exchange and the coverage it promises for millions of Americans. 

If you have any questions, please feel free to contact Melinda Hatton, the AHA’s senior vice 
president and general counsel at (202) 626-2336 or mhatton@aha.org. 

Sincerely, 


Rick Pollack 
Executive Vice President 
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MH/P 


October 8, 2009 


HAND DELIVERED 

The Honorable Patrick Leahy 
Chaimian 

Committee on the Judiciary 
United Slates Senate 
224 Dirksen Senate Office Building 
Washington, DC 20510 

The Honorable Jolin Conyers 
Chairman 

Committee on the Judiciary 
United States House of Representatives 
2138 Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman Leahy and Chairman Conyers: 

On behalt of America’s Health Insurance Plans ("AHIP”) and its member companies, we are 
writing regarding S. 1681 and H.R, 3596, both of which propose to repeal portions of the 
McCarian-berguson Act as they apply to health insurance plans and medical malpractice 
insurers. 

In our view, the two bills under consideration may be based on a misperception of the scope and 
impact of the McCarran-Ferguson Act on health insurers. The Act does not preclude regulation 
of insurers but, instead, recognizes that the states play a central role in conducting over.sight of 
health and other insurers. Indeed, the Congressional Research Service (CRS) recently noted that 
•'[t]lie McCarran-Ferguson Act prohibits the application of the antitrust laws and simdar 
provisions of the FTC Act to the ‘business of insurance’ to the extent that it i.s regulated by state 
law."’ In tact, health insurance is one of the most significantly regulated areas of the economy. 

CRS also noted that “[t]he scope of the term ‘business of insurance' has been narrowly construed 
by the Supieme Court to include only those activities involving the underwriting and spreading 
of insurance risk and the insurance companies’ relationships with their policy holders." Giveir 
this narrow scope, it is inaccurate to describe the exemption as permitting anticompetitive 
condiu,t ot mergers. CRS noted that ‘‘[l]he federal antitrust laws and FTC Act probably still 
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a)5ply to ail olher activities of insurance companies, including their attempts to merge and sonic 
of their negotiated agreements because the McCarran-Fergnson exemption is for the ‘business of 
insurance,’ not the ‘business of insurers."' 

More generally, AHIP and our members stand on the side both of competition and of meaningful 
reform. Wc believe that the I'ederal amitriisl enforcement agencies can and do play a meaningful 
role in making health care markct.s more competitive, and we encourage initiatives to make them 
more effective in their missions. Similarly, vve have endorsed comprehensive reform proposals 
for expanding coverage, improving quality, and slowing the growth rate of health care costs. 

Thank you for your consideration of our thoughts on this issue. We would be happy to continue 
to discuss this and other issues with you. 


Sincerely, 



President and CEO 

Cc: The Honorable Jeff Sessions, Ranking Member, Commitlee on the Judiciary, United 

States Senate 

The Honorable Lamar Smith, Ranking Member, Committee on the Judiciary, United 
States I louse of Representatives 


‘ Congressional Research Service, Health Care Refonn: Selected Antitrust Considerations {Aug, 3 1 , 2009) 
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American Insurance Association 
Council of Insurance Agents and Brokers 
The Financial Services Roundtable 
Independent Agents & Brokers of America 
National Association of Mutual Insurance Companies 
National Association of Professional Insurance Agents 
Physician Insurers Association of America 
Property Casualty Insurers Association of America 
Reinsurance Association of America 


October 9, 2009 

The Honorable Patrick Leahy 
Chairman 

Committee on the Judiciary' 
United States Senate 
Washington, DC 205 1 


The Honorable Jeff Sessions 
Ranking Republican 
Committee on the Judiciary 
United States Senate 
Washington, DC 20510 


Dear Mr. Chairman and Senator Sessions 


The undersigned organizations represent all the segments of the property/casualty insurance 
industry, from primary insurers to agents, brokers, and rein.surers. We are writing to express our 
strong opposition to H.R. 2596 and S. 1681, identical bills introduced as the “Health Insurance 
Industry Antitnist Enforcement Act of 2009." These recently introduced bills would repeal long- 
standing provisions of the McCarran-Ferguson Act with respect to health and medical malpractice 
insurance (more appropriately called medical professional liability insurance) issuers. There is no 
demonstrated need to expand the scope of the healthcare reform debate in this fashion for the 
reasons below. 

The McCarran-Ferguson Act, approved by Congress in 1945, entrusts states with the authority 
and responsibility for the regulation of the business of insurance. The McCarran-Ferguson Act 
creates a limited exemption from federal antitrust laws to the extent that the business of insurance 
- not the business of insurance companies - is regulated by the states; it does not grant insurers 
blanket immunity from federal antitrust laws, as some have erroneously suggested, and it does not 
shield insurers from laws that prohibit them from engaging in boycotts, intimidation, or coercion. 
Courts consistently have narrowly construed McCarran’s limited antitrust exemption. 

Under the regulatory regime that arose from the McCarran-Ferguson Act, more than 5,000 
property/casualty insurers across the country are subject to a comprehensive and pervasive 
regimen of state-based regulation and antitrust enforcement, including health and medical 
professional liability insurance covered by H.R. 3596 and S. 1681. States regulate virtually every 
aspect of insurance, including licensing, market conduct, financial solvency, policy language and 
underwriting standards. Thus, federal action to repeal or amend the McCarran-Ferguson Act for 
these or any line of insurance is unnecessary to pursue any allegations ofanti-competitive 
behavior. 

Beyond the general disruption to the state regulatory system that these bills propose, the bills 
appear to have a much broader, but undisclosed agenda. For example; 

Section 3 appears to expand the boundaries of antitrust violations in order to encourage attacks on 
insurers for marketplace behavior that would not otherwise be a violation of federal antitmst laws 
irrespective of McCamin-Ferguson, 
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Section 4 would have the effect of preempting or repealing state laws establishing mechanisms 
for insurers to gather information and develop actuarial ly-based rates through organizations that 
have been (i) created precisely for those purposes, (ii) are licensed and regulated by the states; 
and (iii) whose availability is critical to the states in carrying out their regulatory responsibilities. 
Thus, Section 4 would leave the states with only two options for health and medical malpractice 
insurance: they would either be required to set the prices themselves for health and medical 
malpractice insurance or be denied the right to have any mechanism for reviewing and regulating 
the prices established in the marketplace. 

The bill appears designed to deny the affected insurers of standard antitrust defenses, such as the 
state action doctrine. 

In short, the bill is an attempt to radically rewrite the antitrust laws for a certain segment of the 
insurance business. 

We, therefore, urge you to oppose these current bills, as they would bring no consumer benefit 
while causing enormous marketplace disruption that might have the perverse effect of 
discouraging new marketplace entrants. It would be ironic indeed if the primary purpose of the 
federal antitrust laws - promoting competition - was undercut through enactment of either bill. 


f\ A ' J 

Leigh Ann Pusey 
President and CEO 
American Insurance Association 
(AIA) 


Sincerely, 



K.en A. Crerar 
President 

The Council of Insurance Agents and Brokers 
(CIAB) 



Bob Rusbuldt 
President and CEO 
Independent Agents & Brokers 
of America 
(IIABA) 


Steve Bartlett 

President and CEO 

The Financial Seiwices Roundtable 

(FSR) 


Charles M. Chamness 
President and CEO 
National Association of Mutual 
Insurance Companies 
(NAMIC) 


Dr. David A. Sampson 
CEO 

Property Casualty Insurers 
Association of America 
(PCIAA) 
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Len Brevik 

Executive Vice President & CEO 
National Association of 
Professional Insurance Agents 
(PIA) 



Lawrence E. Smarr 
President 

Physician Insurers Association 
of America 
(PtAA) 



Franklin W. Nutter 
President 

Reinsurance Association of 

America 

(RAA) 


cc: Members of the Senate Judiciary Committee 
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Assessing Financial 
Performance In Medical 
Professional Liability 

Insurance* 


Robert E. Hoyt, Ph.D.*'*' 
Lawrence S. Powell, Ph.D.*** 


Introduction 

in the past few years, significant concerns have arisen over the cost and 
availability of medical malpractice insurance, in addition,, a great deal of 
attention has been devoted to the reasons behind these increasing costs. In spite 
of this interest in and attention to the cost of medical malpractice insurance, 
surprisingly little analysis of the performance of medical malpractice insurance 
companies has been conducted. Critics of the medical liability insurance 
industry, including several consumer advocacy groups, present information 
regarding medical malpractice insurer performance via formal reports, public 
letters or testimony before policymtikcrs. Several common elements persist in 
the information released by these groups. Specifically, the findings include the 
following: 1) premiums written recently increased more than the amount of 
claims paid; 2) some insurers increased premiums while expected payouts were 
decreasing; and 3) insurers increased the nominal amount of suiplus they hold.' 

While we share the view that it is important to consider the performance of 
insurers when evaluating the cost of medical malpractice insurance, wc believe 
that much of the analysis conckicted thtis far suffers from errors in methodology, 
making it difficult to make meaningful conclusions regarding whether 


* Financial support for this rc.sfarcli was provided by the Health Coalition on Liability 
and Access, a broad-based group ol' medical, hospital, insurance and other healthcare 
organizations (www.hcla.org). 

** Dudley L. Moore, Jr., Chair of Insurance, Terry College of Business, University of 
(jeorgia, rhoyttp'tcrry .uga.edu. 

♦** Whilbeck-Beycr Chair of Insuianee and Financial Services, College of Business, 
University of Arkansas. Little Rock; lspowcll@aialr.edu. 

I. See Angoff (2005) and AIR (2004a, 2004b). See also discussion in Treasler and 
Brinkley (2005) and Zimmennan and Osier (2002). 

U 2006 National Association of hisurtuice Commissioners 
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physicians are being overcharged for professional liability insurance. We believe 
that careful analysis of objective data regarding insurer financial performance is 
warranted. In this study, we present evidence regarding the financial 
performance of the medical malpractice insurance industiy. Contrail to the 
findings of studies and information presented by various industiy critics, we find 
no evidence that medical malpractice insurance is overpriced. 

This article first describes the analysis of medical liability insurer financial 
performance using two appropriate measures. Then, it presents our analysis of 
the capitalization or surplus position of medical liability insurers, including 
review of medical liability insurer financial strength ratings information. It 
concludes with a summary' of our findings. 

Insurance Company Performance 

A finri's performance is often measured by comparing costs to revenues. 
This task is substantially more complicated for a liability insurance company 
because costs arc uncertain at the time revenue is collected. A proper measure of 
insurance company performance must consider all costs and all revenues, as 
well us the timing of the cash flows. Costs include losses, loss adjustment 
expenses and operating expenses." Revenues include investment earnings and 
premiums less policyholder dividends. 

A substantial amount of lime elapses between the time losses are reported to 
an instiret and when they arc paid in full. To illustrate this point, in Appendix A 
we present the payotit pattern for medical malpractice losses calculated by the 
IRS. Noteworthy in these data is the fact that for occurrence-based policies, by 
the sixth year following the policy period, only one-half of all claim amounts 
that will ultimately be paid have actually been paid out by the insurer.’ For 
claims-madc policies, it is the fourth year following the policy period before 
more than one-half of all claim amounts have been paid. Further, even at year 10 
for claims-madc based policies and at year 12 for occurrence-based policies 5% 
of the ultimate claim amounts remain unpaid. This illustrates the long payout tail 
that exists in medical liability insurance. An appropriate measure of insurer 
performance, therefore, should include an estimate of losses incurred in a given 
yc;u', rather than the amount paid. Also, the measure must account for interest 
earned on premiums between the time the premium is collected and the loss is 
paid. This is especially important given the long payout tail in medical liability 
insurance. Losses must be discounted to present value before performance ratios 
arc analyzed. 


2. [ OSS adjusimeni expenses include the eost of defending and paying claims such as 
attorney fees, expert witness fees, claims adjustor compensation, court fees and other 
miscellaneous costs. Operaling expenses include overhead, payroll, employee benefits, 
iindciwriling expenses, sales commissions and premium taxes. 

3. Approximately 70% of medical liability insurance is written on a claims-madc basis, 
wliile the remaining 30% is written on an occurrence basis. .Appendix A presents the payout 
pattern lor both occurrence and claims-madc policies, 

■f :i 2006 National As.sociaoon of Insurance Commissioners 
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Assessing Financial Performance in Medical Liability 


5 


We present two appropriate measures of financial performance in the 
medical malpractice insurance industry. These measures consider insurer 
performance from different perspectives. The first measure considers the 
profitability of a book of insurance policies. T he second measure reports return 
on equity (ROH), which includes performance of insurers’ accumulated surplus. 
It is important to consider both measures, because surplus cannot be accurately 
segregated by line of business in a multi-line firm (Phillips, Cummins and Allen, 
1998). The first measure avoids this problem by measuring the profitability of 
insurance policies written during the sample period. I'he second measure, ROE, 
measures profitability at the firm level, but does not directly represent 
profitability of insurers exclusively from the medical malpractice line 
of business. 

The first measure is similar in construction to the Economic Loss Ratio 
(ELR) introduced by Winter (1994) and used in several other academic studies 
to proxy for the price of insurance.'’ Unlike most derivations of the ELR, our 
measure includes underwriting and overhead expenses in the numerator to 
capture insurer performance rather than just the price of insurance. This measure 
includes the most complete set of costs and revenues reported on insurers' 
annual financial statements for all companies that reported these data to 
regulators,' Our sample ranges in size from a high of 420 firms in 1996 to a low 
of 341 firms in 2001. The average number of firms in our sample each year is 
391. The measure of profitability that we use discounts incurred losses to 
present value using the method prescribed by the IRS, fhis measure, which we 
call the economic combined ratio (ECR), is presented in Figure 1 below for the 
period from 1 996 to 2004.* 


4. Berger. Ciinin)in.s and Tennyson (1902); Ciiniinins and Danzon (1997); Sommer 
( I ^^96); and others have u.sed the economic loss ratio to proxy tor the price of insurance. 

5. Our sample is based on all insurers for which data arc available on the NAIC data 
tapes. These data tapes contain the statutory annual statement accounting data that arc filed 
with the NAIC by nearly all insurers in the United Stales. These data are used with permission 
of the NAIC, The National Association of Insurance Commissioners does not endorse any 
analysis or conclusions based on the use of its data. 

6. The combined ratio is defined as the ratio of losses and e.Kpcnses to premiums. It is 
commonly reported as a measure of underwriting profitability in property-liability insurance, (l 
does no! consider the impact of investment earnings. As describe in the text, our measure, the 
hCR, does consider the time value of money. 

f 2(}()6 National A.ssociation of Insurance Commissioners 
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Figure 1 

Economic Combined Ratio 
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Economic Combined Ratio “ (Present value of incurred losses + loss adjustment expenses + general 
expenses)/(premiums earned - policy holder dividends). 

Source: NAIC InfoPro Property and Casualty Insurance Data, I 2004 


Figure 2 displays industry profits and losses in the medical malpractice line 
calculated using the ECR. Based on this comprehensive analysis of insurer 
profitability, during the period 1996 to 2004, medical liability insurers, as a 
group, repotted modest profitability in only three years (1996, 1997 and 2004). 
In contrast, these insurers sustained losses in the medical malpractice line in six 
consecutive years from 1998 to 2003. The average profit ratio (return on net 
premiums earned) during the period 1996 to 2004 was -13.0%.’ 


7, Thi.s IS the geometric mean return. The arithmetic mean was -I t.8% and the median 
relism was ~i6-()%. 


02006 National Association of Insurance Commissioners 
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Figure 2 

Medical Malpractice insurance Industry Profit (Loss), 1996-2004 
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Source; NAIC Intbl’ro Property and Casualty Insurance Data, 1996-2004 


An alternative mensure of firm profitability that is often referenced is a 
firm's return on equity (ROL). This measure includes investment rcttims not 
only on an acquired block of policies, but also on the fimi’s own accumulated 
capital. Values for average return on equity for medical liability insurers are 
obtained from the NAIC's Report on Profitability by Line by State. The average 
ROK values for medical liability insurance during the period 1995 to 2003 are 
presented in Figure 3. For comparison. Figure 3 also reports the average ROE 
for diversified financial firms, firms in the Fonune 500 and utility firms. 
Although the ROFi values for medical liability insurance arc higher in all years 
than the corresponding HCR values, comparison of returns in medical liability 
insurance to ROF values for firms in other industries lead to a similar 
conclusion. Namely, there is no evidence that medical liability insurers have 
been earning excessive relunis. In fact, except for three years when ROH values 
in medical liability insurance were slightly higher than those earned by utility 
firms, returns to medical liability insurers have been significantly below those 
earned by firms in other industries and in the market generally. The comparison 
between ROE values for diversified financial firms and returns to medical 
liability insurers is especially dramatic. 


v; 2006 National Assuciaiion of Insurance Commissioneri, 
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Figure 3 

Annual Rate of Return on Equity 
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Source: Insurance Information Insliltile Fact Book, 2005. 


Surplus Analysis 

If medical malpractice liability insurers experienced excessive profitability, 
one likely outcome would be over-capitalization. Instead of returning profits to 
policyholders as a dividend, insurers could have retained net income by 
transferring it to surplus. To evaluate the capitalization of medical malpractice 
insurers, we compared financial strength ratings and the level of risk-based 
capital (RBC) reported by 12 mono-line medical malpractice insurers to that of 
the rest of the industry. The median RBC ratio reported by all property-liability 
insurers for which data were available from the NAIC in 2004 is 833%, Among 
the mono-line medical malpractice insurers, the highest 2004 RBC ratio was 
reported by First Professionals Insurance Company, with 592% — more than 
200 percentage points less than the industry median in that year. Medical 
Professional Mutual Insurance Company exhibits the lowest 2004 RBC ratio, 
with 250%. 


Tabic 1 

Analysis of RBC Ratios (2000 -2004) 


Year 

2000 

2001 

2002 

2003 

2004 

Insurers rcporlinj^ RBC 

2247 

2299 

135^) 

244.5 

2525 

[nsurers with RBC<3()0% 

167 

20 ( 

249 

219 

228 

Percentage of insurers with RBC <300% 

7% 

9% 

1 1% 

9'/o 

9% 

Insurers with RBC<-200% 

53 

53 

82 

69 

86 

Percentage of insurers with RBC <-200% 

2% 

2% 

4^, 

3% 

3% 

Median RBC 

923% 

888% 

813% 

805'’.-« 

833% 


Source: NAIC IntbPro Property and Casualty Data, 2004. p. 18 Five-Year Historical Data 
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For qiialilalive information on medical malpractice insurers’ surplus, we 
looked to A.M. Best, the primary rating agency for insurance companies. A.M. 
Best’s financial strength ratings describe the capitalization of insurance 
companies. Table 2 displays the breakdown of the A.M. Best ratings for the 
property-liability insurance industry in 2004. Table 3 describes the A.M. Best 
ratings for the 15 largest medical malpractice insurers in 2004 and compares 
those to the rating levels for insurers overall. 


Table 2 

.A.M. Best Ratings (2004) 


Rating 

No. of 
Insurers 

A-I-+ 

128 

A- 

364 

A 

775 

A- 

540 

Br + 

213 

B- 

125 

B 

103 

B- 

43 

C++ 

15 

c + 

8 

c 

4 

c- 

4 

D 

t2 

B 

28 

F 

9 


Source: A.M. Best's Key Ketlirig Guide, 2004 

The ratings data in Table 3 arc not consistent with the notion that these 
medical liability insurers are earning CKlraordinary profits or arc over- 
capitalized. In fact, overall, the financial ratings of these companies, from what 
is arguably the most important independent rating agency of insurers in the 
United Stales, suggest that these insurers have average to below average 
financial strength ratings. 

The fourth column of Table 3, labeled “Rating Outlook,” lists the rating 
outlooks assigned to each insurer by A.M. Best in 2003. Rating outlooks 
indicate the potential future direction of insurers’ ratings over an intermediate 
period. Outlook indications can be positive, negative or stable. Eight insurers in 
this sample are assigned negative outlooks. Seven arc assigned stable outlooks. 
None are assigned a positive outlook. The lack of positive outlook indications 
suggests that insurers in this sample are neither overcapitalized, nor excessively 
profitable. It is also important to note that the ratings for most of these insurers 
are based on the capitalization of the parent firm, which often serves to bolster 
the subsidiary insurer's rating. 


'D 2006 National Assnuiaiion of Insurance Commissioners 


§ 


VerDate Nov 24 2008 


10:57 Jun 11,2010 Jkt 056683 PO 00000 Frm 00088 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 




85 


10 


Journal of Insurance Regulation 


Tabic 3 

Description of A.M. Best Ratings 
for the 15 Largest Medical Malpractice Insurers 


Company Name 

A.M. 

Best 

Rating 

Percentage of 
Insurers with 
a Lower 
Rating 

Rating 

Outlook* 

Rating 

Modifier** 

.American Physicians Assurance 

Coipo ration 

B+ 

9.5% 

Negative 

none 

Contincnta! Casually Company 

Ag 

46.6% 

Negative 

g 

Fvansion Insurance Company 

Ag 

46.6% 

Siahic 

g 

First Professionals Insurance 

Company. Inc. 

R++P 

14.8% 

Stable 

P 

Heaiih Care Indemnity, Inc. 

A- 

23,8% 

Stable 

none 

ISMIF Mutual Insurance Company 

B+g 

‘>-5% 

NcgiUfve 

g 

l.exington insurance Company 

A++P 

94.6% 

Stable 

p 

MAG Mutual Insurance Company 

A-g 

23.8% 

Negative 

g 

Medical Professional Mutual 

Insurance Company 

A-g 

23.8% 

Negative 

g 

NORCAL Mutual Insurance Co 

Ag 

46.6% 

Negative 

g 

ProNational Insurance Company 

A-g 

23.8% 

Stable 

g 

State Volunteer Mutual Ins, Co. 

A 

46.6% 

Negative 

none 

The Doctors Company. An 
(nicrinsurance E.xchangc 

B++U 

14.S% 

Negative 

g 

The Medical Assurance Co, Inc 

A- g 

23.83. 

Stable 

g 

The Medical Protective Company 

A- 

23.8% 

Stable 

none 


*A rating outlook indicates the potential future direction of a company’s rating over the 
next 12 to 36 months. Possible rating outlooks arc negative, stable, and positive. 


**Ratii!g modifier “g” indicates the rating is based on capitalization of the insurer's 
parent company. Rating modifier “p” indicates the rating is based on capitalization of 
companies with which the insurer pools liabilities. 

Sources: A.M. Best '.v Kev Rating Guide, 2004; A.M. Best's Company Reports. 2003. 

Conclusions 

In the past few years, significant concerns have arisen over the cost and 
availability of medical malpractice insurance. We present findings on the 
financial performance of the medical malpractice insurance industry. Contrary to 
the claims of several industry critics, we find no evidence that medical 
malpractice insurance is overpriced. 

Wc analyzed two appropriate measures of financial performance in the 
medical malpractice insurance industry: the economic combined ratio and return 
on equity. Based on the tCR, during the period 1996 to 2004, medical liability 
insurers, as a group, reported modest profitability in only three years (1996, 
1997 and 2004). In contrast, these insurers sustained losses in six consecutive 
years from 1998 to 2003. The average profit ratio (return on net premiums 
earned) during the period 1996 to 2004 was -13.0%. Also, a comparison of 
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returns in medical liability insurance to ROK values for firms in other industries 
leads to a similar conclusion regarding insurer financial performance. Namely, 
there is no evidence that medical liability insurers have been earning 
excessive returns. 

We also analyzed the capitalization of medical malpractice insurers by 
comparing the RBC and A.M. Best ratings of 12 mono-line medical malpractice 
insurers to those of the rest of the industry. The median RBC ratio reported by 
all insurers in 2004 is 833%, far above the 250% to 592% range reported by the 
sample of 12 medical malpractice insurance companies. Further, we reviewed 
the A.M. Best ratings for this sample of insurers. The ratings data arc not 
consistent with the notion that these medical liability insurers arc earning 
extraordinary profits or are over-capitalized. In fact, overall the financial ratings 
of these companies, from what is arguably the most important independent 
rating agency of insurers in the United States, suggest that these insurers have 
average to below average financial strength ratings. 

In conclusion, our comprehensive analysis of financial performance in the 
medical liability insurance industry over the past nine years does not suggest 
that medical liability insurers are earning extraordinuty profits or that they are 
over-capitalized. We find no evidence that medical malpractice insurance is 
overpriced. 
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Appendix A 


Payout Pattern 

for Medical Malpractice Losses (Occurrence) 


Year 

Estimated 
losses paid each 
year 

Cumulative 
losses paid 

Annual payout 
for S!0,000 loss 

Cumulative payout 
for $10,000 loss 

! 

0.021 

0.021 

$ 212 

S 212 

2 

0.044 

0.065 

S436 

S648 

3 

0.091 

0.156 

S 912 

S 1.560 

4 

0.163 

0.319 

$ 1.631 

$ 3.191 

5 

0.132 

0.451 

S 1.319 

$ 4.509 

6 

0.050 

0.501 

S498 

$ 5.008 

7 

0.109 

0.610 

S 1.090 

S 6,097 

8 

0.082 

0.692 

S 824 

S 6.921 

9 

0.037 

0.729 

S365 

S 7.287 

10 

0.071 

0.800 

S 713 

$ 8,000 

1 1 

0.071 

0.871 

$ 713 

S 8.714 

12 

0.071 

0.943 

$ 713 

S 9.427 

13 

0.057 

1 .000 

S573 

$ 10.000 


Source: iRS. Inicrnul Revenue Buileiin No. 2000-43, October 23. 2000. page 41 2. 


Payout Pattern 

for Medical Malpractice Losses (Claims Made) 


Year 

Estimated losses 
paid each year 

Cumulative 
losses paid 

Annual payout 
for $10,000 loss 

Cumulative 
payout for 
$10,000 Joss 

1 

0.064 

0.064 

S639 

$639 

2 

0.176 

0.240 

S 1.761 

$ 2,400 

.3 

0.187 

0.427 

S 1,870 

$ 4,270 

4 

0.154 

0.581 

$ 1,536 

$ 5.806 

5 

0.116 

0.697 

$ 1,160 

S 6,967 

6 

0.059 

0.756 

S 594 

$ 7,560 

7 

0.063 

0.819 

S628 

S 8,188 

8 

0.060 

0.879 

$598 

S 8.785 

9 

0.017 

0.895 

$ 167 

$ 8,952 

10 

0.048 

0.943 

S 478 

S 9,430 

1 1 

0.048 

0.991 

$478 

$ 9.908 

12 

0.009 

1 .000 

$92 

S 10.000 


Source: IRS, Internal Revenue Bulletin No. 2000-43, October 23, 2000, page 4! 2. 
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Good morning Mr. Chairman and members of the Committee. Thank you for inviting me 
here today to discuss the need for the antitrust exemption of the McCaixan Ferguson Act, 
particularly regarding the provision of health insurance. My name is Bob Hunter. I am Director 
of Insurance for the Consumer Federation of America. CFA is a non-profit association of 
approximately 300 organizations that, since 1968, has sought to advance the consumer interest 
through research, advocacy and education. I am a former Federal Insurance Administrator under 
Presidents Ford and Carter and I have also served as Texas Insurance Commissioner. I am also 
an actuary, a Fellow of the Casualty Actuarial Society and a member of the American Academy 
of Actuaries. 

As i have told this committee before, CFA wholeheartedly supports completely repealing 
the antitrust exemption enjoyed by the insurance industry' to unleash the Federal Trade 
Commission (or a new Consumer Financial Protection Agency) to protect insurance consumers. 
This step is critically needed to overcome the anticompetitive practices of this huge and 
important industry. It is high-time that insurers played by the same rules of competition as 
virtually all other commercial enterprises operating in America’s economy. We also support 
significant steps toward that goal, such as your bill, Mr. Chairman, the Health Insurance Industry 
Antitrust Enforcement Act of 2009 (S, 1681.) This legislation would repeal the antitrust 
exemption for health and medical malpractice insurance. 

The McCarran Ferguson Act is a truly astounding piece of legislation. The Act takes two 
controversial stops: 

1. It delegates the regulation of insurance entirely to the states without providing any 
guidelines or standards for the states to meet and without mandating any continuing 
oversight by GAO or other federal entities; and 

2. It largely exempts insurance compaities from antitrust law enforcement, except for acts 
involving intimidation, coercion, and boycott. 

Both of these provisions arc under review by Congress: 

• The delegation of regulation to the states is under attack by the insurance industry itself, 
parts of which seek an optional federal charter and parts of which supports the status quo. 
Consumer representatives do not care who regulates insurance; they care only about the 
quality of consumer protections.' Both industry-sponsored proposals would accomplish 
something very hard to do given the overall inadequacy of consumer protection under the 
current state system - they would reduce these protections; and 

• The antitrust exemption has been ripe for repeal for decades, with many businesses and 
consumers periodically seeking its end. 


^ CFA supports, for c.xample, H.R. i 5S.t (DeFazio) to eliminate the federal antitrust exemption For all lines of 
insurance, 

C'FA’s Principles for a Solid Regulatory System, be it federal or state, arc attached to its testimony of October 22, 
2003 before the Committee on Commerce, Science and Transportation of the U.S. Senate, available at 
hui), T.vwyy .con.-iimcricd.oi u c'icmen t.s./ w ww.consumerrcd.oriT-Tiie-'finanee- liisi'.r.tiice 'OiIn RcFjLHi’t iiHt Sc naicicsiini onv 
H)-0. Cpdr . 
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PERFECT TIMING FOR REPEAL 

From 2004 to 2008, the propcrty/casualty insurance industry set several industry profit 
records. Over that five year period, insurers netted an after-tax profit of more than a quarter of a 
trillion dollars ($226. 1 billion^). To put this into perspective, industry profit over this period 
equates to roughly $7 1 4 for every American, or $ 1 ,937 per household."' 

During this time, victims of Hurricane Katrina were having a remarkably hard time 
getting their claims settled and were, on top of that, losing significant access to homeowners' 
insurance coverage as insurers pulled out of their area. 

Collusive activities by the insurance industry contributed to this “perfect storm” that has 
harmed consumers. Consider the following anti-competitive activities, which are discussed at 
greater length below: 

• Health insurers used common service providers to underpay health claims through 
artificially lowering the “usual and customary” amounts paid to doctors and hospitals for 
providing health services. 

• Claims were being settled under the outrageously unfair anti-concurrent-causation clause 
adopted simultaneously by many insurers. This contract provision prohibits consumers 
from filing a claim for wind damage if flood damage has occurred during the same 
period, even if the water damage occurred hours after the wind damage. Courts are still 
trying to deal with the fallout of this abusive practice.' 

• Cartel-like organizations, such as the Insurance Services Office (ISO), were signaling to 
the market that it was time to cut back coverage in certain parts of the coast, 

• Many property-casualty insurers used identical or very similar claims processing systems 
that are designed to systematically underpay claims. Common consultants have 
frequently recommended these systems. 

BACKGROUND^ 

The history of the McCarran F’erguson Act is replete with drama, from an industry flip- 
flopping on who should regulate it to skillful lobbying and manipulation of Congressional 
processes in order to transform the bill’s short antitrust moratorium into a permanent antitrust 
exemption in the confines ofa conference committee. 

In fact, the insurance industry has long-standing anti-competitive roots. In 1819, local 
associations were formed to control price competition. In 1866, the National Fioard of Mre 


' Agareiiatcs and Averages . A. M. Be.st and Co., 2005 through 2008 editions. 

U.S. Census Bureau. Proiecfions of the Number of Households and Families in the United States: { 995 to 2010 . 
Just last week the Mississippi Supreme Court ruled against an insurer for using the anti-concun'cnt causation 
clause in Corhan v. United Set'\’ices AuiomohUe Association, No. 2008-1 A-00645-SCT. 

^ Much of this material is derived from the Report of the House Judiciary Committee on the Insurance Conipeiiiive 
Pricing Act of 1994 (House Report 103-853) dated October 7, 1994. 
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Underwriters w'as created to control price at the national level, but states enacted anti-compact 
legislation to control price fixing. 

This increased state regulatory activity led insurers to seek a federal approach to preempt 
the state system. In 1866 and 1868, bills were introduced in Congress to create a national bureau 
of insurance, but the insurer effort was unsuccessful. Failing in Congress, the industry shifted to 
a judicial approach. 

The case on which rode the industry’s hope for court-initiated reform was Paul v. 
Virginia, 75 U.S. (8 Wall) 168 (1868). But the insurance industiy's hopes were dashed when the 
Supreme Court ruled that states were not prohibited by the Commerce Clause from regulating 
insurance, reasoning that insurance contracts were not articles of commerce in any proper 
meaning of the word. Such contracts, they ruled, were not interstate transactions (though the 
parties may be domiciled in different slates, the policies did not take effect until delivered by the 
agent in a state, in this case Virginia), They were deemed, then, local transactions, to be 
governed by local law. 

For the next 75 years insurance regulation remained in the states, despite repeated 
insurance industry litigation seeking federal preemption. (Ironically, the industry would later 
adopt the Paul rationale to fend off enhanced federal scrutiny of its activities under the Sherman 
and Clayton Antitrust Acts), 

Until 1944 state regulation of insurance was secure, based on the rationale that insurance 
was not interstate commerce. But that assumption was repudiated in the 1944 Supreme Court 
decision United Stales v. South-Eastern Underwriters Association. That case brought the 
insurance industry’s swift return to Capitol Hill to seek exactly the opposite type of relief from 
what it had previously advocated for so long. 

Three months after the Supreme Court denied a motion for rehearing in South-Eastern 
Underwriters, Senators McCarran and Ferguson introduced a bill that would become the Act 
bearing their names. The bill was structured to favor continued state regulation of insurance, but 
also, ultimately, to apply the Sherman and Clayton Amitru,st Acts when state regulation was 
inadequate. 

Within two weeks of the bill's introduction and without holding any hearings on the new 
measure, the Senate had passed it and sent it to the House of Representatives. As it was sent 
over, the McCarran Ferguson Act provided only a very limited moratorium during which the 
business of insurance would be exempt from the antitrust laws. 

The House .(udiciary Committee also approved the bill without holding a hearing. The 
House floor debate indicates that House Members believed the language of the original bill 
already comported perfectly with the Senate amcndnicnfs stated goal of creating a limited 
moratorium during which the Sherman and Clayton Acts would not apply to the business of 
insurance. However, despite the clear intent of both houses not to grant a pcmiancnt antitrust 
exemption, the conference committee proceeded to drastically transform the limited moratorium 
into a pcimancnt antitrust exemption for the insurance industry. The new language provided that 
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after January 1, 1948, the Sherman, Clayton, and Federal Trade Commission Acts "shall be 
applicable to the business of insurance to the extent that such business is not regulated by State 
law." 


The House approved the conference report without debate. The sole expression of the 
House's intent regarding the conference report containing the new section 2(b) proviso is the 
statement of House managers of the conference, which indicates they intended only to provide 
for a moratorium, after W'hich the antitrust laws would apply. The Senate, in contrast, debated the 
conference report for two days. After repeated assurances that the proviso was not intended to 
preclude application of the antitrust laws, the Senate passed the bill and President Roosevelt 
signed it into law on March 9, 1945. 

The legislative history shows that the Senate had a serious debate on the antitrust 
exemption, unlike the House. Senator Claude Pepper contended that the new conference 
language enabled the states to evade the federal antitrust laws by merely authorizing legislation. 
Senator O'Mahoney stated that section 2(b) of the conference report simply provided for a 
moratorium, after which the antitrust laws would "come to life again in the field of interstate 
commerce." The "state action" doctrine of Parker v. Brown would apply fully, he said, so that 
"no State, under the terms of the conference report, could give authority to violate the antitrust 
laws.” Therefore, he concluded, "the apprehensions which [Senator Pepper] states with respect to 
the conference report are not well founded." Senator McCarran likewise reassured Senator 
Pepper that "he is in eiTor in his whole premise in this matter." 

Unfortunately, the courts construing the Act did not make these inferences. When 
presented with the question of what Congress meant by "regulated," the courts found no standard 
in the text of the statute and, declining to search for one in the legislative history, reached the 
very conclusion that Senator Pepper had anticipated and vainly struggled to forestall. 

The antitrust exemption has been studied on several occasions by federal authorities, each 
time with the determination that continued exemption was not warranted. For example: 

• !n 1977, when 1 was Federal Insurance Administrator under President Ford, the Justice 
Department concluded, “an altoniative scheme of regulation, without McCarran Act 
antitrust protection, would be in the public interest." 

• In 1979, President Carter’s National Commission for the Reform of Antitrust Laws and 
Procedures concluded, almost unanimously, that the McCarran broad antitrust immunity 
should be repealed. 

• In 1983, then FTC Chairman James C. Miller 111 told the House Subcommittee on 
Commerce, Transportation and Tourism that he saw no legitimate reason to exempt the 
insurance industry from FTC jurisdiction. 

• In 1994, the House Judiciary Committee issued its report, calling for a sharp cutting back 
of the antitaist exemption. 


Repon ofthc U.S. Department of Justice to the Task Group on Antitrust immunities, 1 977. 
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THE ECONOMIC CYCLE AND RESULTING INSURANCE ISSUES ^ THE 
MALPRACTICE EXAMPLE 

CFA research over several decades convinces us that the lack of antitrust law application 
to insurance has exacerbated periodic liability insurance cyclical price spikes that occur as 
insurers return to the “safe harbor” of using rating bureau price levels or pure premium levels 
during the hard markets. Rate bureau levels are set to assure that the least effective or most 
inefficient insurers are able to thrive at the suggested price. 

Medical liability insurance is part of the property/casualty sector of the insurance 
industry. This industry’s profit levels arc cyclical, with insurance premium growth fluctuating 
during hard and soft market conditions. This is because insurance companies make most of their 
profits, or return on net worth, from investment income. During years of high interest rates 
and/or excellent insurer profits, insurance companies engage in fierce competition for premium 
dollars to invest for maximum return, particularly in “long-tail” lines - where the insurers hold 
premiums for years before paying claims - like medical malpractice. Due to this intense 
competition, insurers may actually under-price their policies (with premiums growing below 
inflation) in order to get premium dollars to invest. This period of high competition and stable or 
dropping insurance rates is known as the “soft” insurance market. 

When interest rates drop, a declining economy causes investment to fall, or cumulative 
price cuts during the soft market years make profits unbearably low, the industry responds by 
sharply increasing premiums and reducing coverage, creating a “hard" insurance market. This 
usually degenerates into a “liability insurance crisis,” often with sudden high rate hikes that may 
last for a few years. 

Hard markets arc followed by soft markets, when rates stabilize once again. The country 
experienced a hard insurance market in the mid-1970s, particularly in the medical malpractice 
and product liability lines of in.surancc. A more severe crisis took place in the mid- 
1980s, when most types of liability insurance were affected. Again, from 2001 through 2004, a 
“hard market” took hold again. Each of these periods was followed by a soft market, as now 
exists. 
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Consider the following 2 charts; 




Since 1975, the data show that (in constant dollars, per doctor written premiums) the 
amount of premiums that doctors have paid to insurers have lluctuated almost precisely with the 
insurer’s economic cycle, which is driven by such factors as insurer mismanagement of pricing 
during the cycle and changing interest rates. Notably, the amounts were not affected by lawsuits, 
jury awards, or the tort system. In other words, according to the industry’s own data, premiums 
have not tracked costs or payouts in any direct way. 

Clearly, during the early to mid part of this decade, medical malpractice insurance 
premiums rose much faster than was justified by insurance payouts. These hikes were similar to, 
although perhaps not quite a severe as, the rate hikes of the past "hard” markets, which occurred 
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in the mid- 1 9S0s and mid- 1 970s. None were connected to actual increased payouts. 

Our studies over the decades indicate that, during hard markets, rates tend to rise toward 
the levels of pure premiums set out by the rating bureaus and that during the soft market the 
bureau’s influence is reduced, at least in respect to overall rate levels (they still have significant 
impact on setting classification differentials). 

if antitrust law was applied to insurers, wc believe that the economic cycle's amplitudes 
would be reduced and that periodic crises would be at lease partially mitigated. This is because 
insurers will be less likely to allow the cycle bottom at the end of the soft market to go so deep as 
to not know what is the target "safe" pricing level that is now set by the rate bureaus. 
Correspondingly, insurers will have to be careful about raising the rates too high during the hard 
phase of the market because they will not know the price levels the other companies will set. 


HEALTH INSURANCE CLAIMS COLLUSION 


If a patient uses an out-of-network doctor the insurer typically pays a percentage, 
normally about 75 percent, of the “reasonable and customary” doctor charge for the area of the 
country in which the procedure was done. A doctor bill or hospital charge that is over that limit 
is paid not by the insurer but by the insured, the consumer. 

As the New York Times said in an editorial dated January 17, 2009, “the rub comes in 
defining what is reasonable and customary.” The editorial describes how this key factor has 
been calculated by Ingonix, “which conveniently is owned by United Health. The whole system 
is rendered suspect by an obvious connicl-of-intcrcst: If Ingenix pegs the customary rates low, it 
keeps insurance reimbursements low and shifts more of the costs to the patient." 

The editorial was based on a report** from the New York Attorney General, Andrew 
Cuomo, which found that: 

• Most health insurers use the Ingenix schedules of reasonable and customary charges, 
including UnitedHealth, Aetna, Cigna and Wellpoint. 

• A conflict-of-interest exists because Ingenix is owned by United Health. 

• Insurers hide the way they calculate reasonable and customary charges from insured 
parties and pretend that an independent group calculates the schedules. 

• Tlie Ingenix system is a “black box” for consumers, who do not know, before selecting a 
doctor, what will be paid by the insurer. 

• Health insurers mislead and obfu.scalc in their policy language. 

• In New York, the system understated reimbursement rates by ten to 28 percent, which 
“translates to at least hundreds of millions of dollars in losses for consumers over the past 
ten years across the country.” 


^ “Health Care Repoii, The Consumer Reimbttrscinent System is Code Blue," January 1 2009. 
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While the insurers have agreed to set up a new system, now (hat Mr. Cuomo caught them, 
the points that this Committee must take from this report are that. 

• Collusive activity exists in health insurance and should be stopped by antitrust law 
enforcement. 

• Collusive activity goes well beyond price fixing and deeply into other aspects of 
insurance, such as claims settlement practices. 


ATTORNEY GENERAL SPITZER’S FINDINGS 


The nation was shocked when it learned that New York Attorney General Elliot Spitzer 
had uncovered remarkable levels of anticompetitive behavior involving the nation’s largest 
insurance companies and brokers. The victims were the most sophisticated insurance consumers 
of all - major American corporations and other large buyers. Bid-rigging, kickbacks, hidden 
commissions and blatant conflicts of interest were uncovered. Attorney General Spitzer’s 
findings are, unfortunately, a reflection of the deeply rooted anti-competitive culture that exists 
in the insurance industry. Only a complete assessment of the federal and state regulatory failures 
that have helped create and foster the growth of this culture will help Congress understand how 
to take effective steps to change it. 

On the federal side, the antitiust exemption that exists in the McCarran Ferguson Act 
(and that is modeled by many states) has been the most potent enabler of anticompetitive 
practices in the insurance industry. Congress has also handcuffed the Federal Trade Commission 
in prosecuting and even in investigating and studying deceptive and anticompetitive practices by 
insurers and brokers. On the state side, insurance regulators have utterly failed to protect 
consumers and to properly regulate insurers and brokers in a number of key respects. Many of 
these regulators, for example, collaborated with insurance intcre,sts to deregulate commercial 
insurance transactions, which further hampered their ability to uncover and root out the type of 
practices uncovered by Attorney General Spitzer. Deregulation coupled with an antitrust 
exemption inevitably leads to disastrous results for consumers. 

The Spitzer investigation reveals how easily sophisticated buyers of insurance can be 
duped by brokers and insurers boldly acting in concert in a way to which they have become 
accustomed over the long history of insurance industry anticompetitive behavior. Imagine the 
potcniial for abuse and deceit when small businesses and individual consumers try to negotiate 
the insurance marketplace if sophisticated buyers are so easily harmed.^ 


^ For a complete disciLSsion of the anticompetitive activities uncovered by Attorney General Spitzer, see Statement 
of J. Robert Himtcr before the Senate Committee on Governmental Affairs on November ! 6, 2004 in the hearing 
entitled. ‘'Oversight Hearing on insurance Brokerage Practices, Including Potential Conflicts of Interest and the 
Adequacy of the Current Regu!atoi 7 Framework." 
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WIDE RATE DISPARITY REVEALS WEAK. COMPETITION IN INSURANCE 


Consider the wide disparities in automobile insurance rate quotes that a 20-ycar old 
married man in Burlington, Vermont, with a clean driving record, would receive. He would pay 
as much as S5,099 per year from Liberty Mutual Fire Insurance Company or as low as S 1 ,485 
from Safeco or GElCO’s General Insurance Company of America. ' ' Or consider the case of a 
six-month rate for a 48-ycar-old woman from Binningham Alabama with a 16-year-old 
daughter, both of whom have clean records,'^ She would pay from $610 from United Services 
Automobile Association to S2,076 from Farmers Insurance Exchange. 

Some would say this wide range in price proves a competitive market. It docs not. A 
disparity like this, where prices for the exact same person can vary by a multiple of five, reveals 
very weak competition in the market. In a truly competitive market, prices fall in a much 
narrower range around a market-clearing price at the equilibrium point of the supply/demand 
curve. 


There arc a number of important reasons why competition is weak in insurance. Several 
have to do with the consumer’s ability to understand insurance: 

1 . Complex Legal Documents. Most products arc able to be viewed, tested, “tires kicked” 
and so on. Insurance policies, however, arc difficult for consumers to read and 
understand — even more difficult than documents for most other financial products. For 
example, consumers often think tliey are buying insurance, only to find they've bought a 
list of exclusions. No where was this more apparent than after Hurricane 

Katrina... consider ISO’s “Anti-concurrent-causation Clause" as a prime example of joint 
decision making that harmed consumers. This confusing clause was intended, believe it 
or not, to eliminate covered los.ses (in Katrina, wind damage) when a non-covered event 
occurs ( flood), even if the non-covered event occurs much later than the covered event. 
So, the industry colluded to create a clause that no reasonable person could logically 
understand, to the detriment of consumers and the rebuilding efforts in the Gulf region. 
An example of how this clause would work would be when wind seriously destroys a 
home, followed by a much later storm surge finishing off the home. In such a situation, 
there would be no coverage for wind damage, the industry alleges, 

2. Comparison Shopping is Difficult. Consumers must first understand what is in the 
policy to compare prices. 


To insure a four-door, 2005 Ford Focus sedan equipped with air bags, anti-lock brakes and a passive anti-theft 
device for someone who drives to work five miles one way and 1 2,00(t miles annualiy and seeks insurance for 
S25.000/S50, 000/55, 000 ( BI/PD/M P limits), collision with a $250 deductible, comprehensive coverage with a $100 
deductible and S50-'$i00/Si0 UM coverage, 

' ^ Buyers Guide for Auto Insurance. Downloaded from the Vermont Insurance Department website on October 
200d. Alabama data is from the website of the Alabama Insurance department, visited on October 9, 2009. 

Principal operator is a single female, age 48. no driving violations, drives to work 30 miles roundlrip, 1 5,000 
miles annually, neuirai credit score, new business, premium paid-in-full, homeowner who lives with daughter and 
has no multi-car discount. Daughter is occasional operator, age 16, no accidents or violations, student w'ith 3.5 GPA. 
They drive a 2002 Toyota Camry l,F, 4-door sedan, 4 cylinders in ZIP code 35216 Birmingham, Alabama. 
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3. Policy Lag Time. Consumers pay a significant amount for a piece of paper that contains 
specific promises regarding actions that might be taken far into the future. The test of an 
insurance policy’s usefulness may not arise for decades, when a claim arises. 

4. Determining Service Quality is Very Difficult. Consumers must determine service 
quality at the time of purchase, but the level of service offered by insurers is usually 
unknown at the time a policy is bought. Some states have complaint ratio data that help 
consumers make purchase decisions and the NAIC has made a national database 
available that should help, but service is not an easy factor to assess. 

5. Financial Soundness is Hard to Assess. Consumers must dctenninc the financial 
solidity of the insurance company. They can gel information from A.M. Best and other 
rating agencies, but this is also complex information to obtain and decipher. 

6. Pricing is Dismayingly Complex. Some insurers have many tiers of prices for similar 
consumers — as many as 25 tiers in some cases. Consumers also face an array of 
cla.ssifications that can number in the thousands of slots. Online assistance may help 
consumers understand some of these distinctions, but the final price is determined only 
when the consumer actually applies and full underwriting is conducted. At that point, the 
consumer might be quoted a rate quite different from what he or she expected. 

Frequently, consumers receive a higher rate, even after accepting a quote from an agent. 

7. Underwriting Denial. After all that, underwriting may result in the consumer being 
turned away. 

Other impediments to competition rest in the market itself: 

8. Mandated Purchase. Government or lending institutions often require insurance. 
Consumers who must buy insurance do not constitute a “frec-market,” but a captive 
market ripe for arbitrary insurance pricing. The demand is inelastic, 

9. Producer Compensation is Unknown. Since many people are overwhelmed with 
insurance purchase decisions, they often go to an insurer or an agent and rely on them for 
the decision making process. Hidden commission arrangements may tempt agents to 
place insured's in the higher priced insurance companies. Contingency commissions may 
also bias an agent or broker’s decision-making process. Elliott Spitzer’s investigations 
showed that even sophisticated insurance buyers could not figure this stuff out. 

10. Incentives for Rampant Adverse Selection. Insurer profit can be maximized by refusing 
to insure classes of business (e.g., redlining) or by charging regressive prices. Profit can 
also be improved by offering kickbacks in some lines such as title and credit insurance. 

1 1 . Antitrust F.xemption. Insurance is largely exempt from antitrust law under the 
provisions of the McCarran Ferguson Act. Repeal of this outdated law is seriously under 
consideration in Congress. 
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Compare shopping (or insurance with shopping for a can of peas. When you shop for 
peas, you sec the product and the unit price. All the choices arc before you on the same shelf. 
At the checkout counter, no one asks where you live and then denies you the right to make a 
purehase. You can taste the quality as .soon as you get home and it doesn’t matter if the pea 
company goes broke or provides poor service. If you don’t like peas at all, you need not buy 
any. By contrast, the complexity of insurance products and pricing structures makes it difficult 
for consumers to comparison shop. Unlike peas, which are a discretionary product, consumers 
absolutely require insurance products, whether as a condition of a mortgage, as a result of 
mandatory insurance laws, or simply to protect their home, family, or health. 


COMPETITION CAN BE ENHANCED BY REPEAL OF THE ANTITRUST EXEMPTION 


The insurance industry, as documented by the history recounted above, arose from cartel 
roots. For centuries, property/casualty insurers have used so-called “rating bureaus” to make 
rates for several insurance companies to use. Not many years ago, these bureaus required that 
insurers charge rates developed by the bureaus (the last vestiges of this practice persisted into the 
1990s). 


In recent years, the rate bureaus have stopped requiring the use of their rates or even 
preparing full rates. These developments occurred because lawsuits by state attorneys general 
after the liability crisis of the mid-1980s demonstrated that the rate increases were caused, in 
groat part, by insurers sharply raising their prices to return to Insurance Scrv'ices Office (ISO) 
rate levels. ISO is an insurance rate bureau or advisory organization. Historically, ISO was a 
means of controlling competition. It still serves to restrain competition as it develops “loss 
co.sts” - the part of the rate that covers expected claims and the costs of adjusting claims- which 
represent about 60 to 70 percent of the rate. ISO also makes available expense data, which 
insurers can use to compare their costs in setting their final rates. ISO also establishes classes of 
risk that are adopted by many insurers. ISO diminishes competition significantly through all of 
these activities. There are other such organizations that also set pure premiums or do other 
activities that result in joint insurance company decisions. These include the National Council 
on Compensation Insurance (NCCl) and National Independent Statistical Services (NISS). 
Examples of ISO’s many anticompetitive activities are included in Attachment A. 

Today, the rate bureaus still produce joint price guidance for the largest portion of the 
rate. The rating bureaus start with historic data for these costs and then actuarially manipulate 
the data (through processes such as “trending” and “loss development”) to determine an estimate 
of the projected cost of claims and adjustment expenses in the future period when the costs they 
arc calculating will be used in setting the rates for many insurers. Rate bureaus, of course, must 
bias their projections to the high side to be sure that the resulting rates or loss costs arc high 
enough to cover the needs of the least efficient, worst underwriting insurer member or subscriber 
to the service. 

Legal experts testifying before the House Judiciary Committee in 1993 concluded that, 
absent McCarran Ferguson’s antitrust exemption, manipulation of historic loss data to project 
losses into the fiiturc w'ould be illegal (whereas the simple collection and distribution of historic 
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data itself would be legal - which is why you do not need safe harbors to protect pro-competitive 
joint activity.) This is why there are no similar rate bureaus in other industries. For instance, 
there is no CSO (Contractor Services Office) predicting the cost of labor and materials for 
construction of buildings in the construction trades for the next year (to which contractors could 
add a factor to cover their overhead and profit). The CSO participants would go to Jail for such 
audacity. 

Further, rate organizations like ISO file “multipliers” for insurers to convert the loss costs 
into final rates. The insurer merely has to tell ISO what overhead expense load and profit load 
they want and a multiplier will be filed. The loss cost times the multiplier is the rate the insurer 
will use. An insurer can, as ISO once did, use an average expense of higher cost insurers for the 
expense load if it so chooses plus the traditional ISO profit factor of five percent and replicate 
the old “bureau” rate quite readily. 

It is clear that the rate bureaus' ’ still have a significant anti-competitive influence on 
insurance prices in America. 

• The rate bureaus guide pricing with their loss cost/multiplier methods. 

• The rate bureaus manipulate historic data in ways that would not be legal absent the 
McCarran Ferguson antitrusi law exemption. 

• The rate bureaus also signal to the market that it is OK to raise rates. The periodic “hard" 
markets are a return to rate bureau pricing levels after falling below such pricing during 
the “soft” market phase. This is particularly important in the creation of rate spikes in 
the so-called “long-tail" lines of insurance such as medical malpractice. 

• The rate bureaus signal other market activities, such as when it is time for a market to be 
abandoned and consumers left, possibly, with no insurance. 


CURRENT EXAMPLES OF THE COLLUSIVE NATURE OF INSURANCE - HOME 
I NSURANCE AVAILABILITY A ND P RIC ING IN THE WAKE OF HURRICANE KATRINA 


As an example of coordinated behavior that would end if antitrust laws applied fully to 
insurers, consider the current situation along America’s coastlines. Hundreds of thousands of 
people have had their homeowners insurance policies cancelled and prices skyrocketed. 

As to the decisions to non-renew, on May 9, 2006, the ISO President and CEO Frank J. Coyne 
signaled that the market was overexposed along the coastline of America. In the National 
Underwriter article, “Exposures Overly Concentrated Along Storm-prone Gulf Coast” (May 1 5, 
2006 Edition), the ISO executive “cautioned that population growth and soaring home values in 


' ’ By “rale bureaus’’ here, 1 include the traditional bureaus (such as ISO) but also the new bureaus that have a 
significant impact on insurance pricing such as the catastrophe modelers (including Risk Management Solutions 
RMS), other non-rcgulatcd organizations that impact insurance pricing and other decisions across many insurers 
(credit scoring organizations like Fair Isaac are one example) and organizations that “assist” insurers in settling 
claims, like Computer Sciences Cotporation (using products like Colossus). 
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vulnerable areas arc boosting cairier exposures to dangerous levels." He said, "The inescapable 
conclusion is that the effects of exposure growth far outweigh any effects of global wanning." 

Insurers undertook major pullbacks in the Gulf Coast in the wake of the ISO 
pronouncement. On May 12, 2006, Allstate announced it would drop 120,000 homo and condo 
policies and State Farm announced it would drop 39,000 policies in the wind pool areas and 
increase rates more than 70 percent. ' * An update of this information, based on an article in the 
Los Angeles Times follows this testimony as Attachment C. 

CoUusion appears to be involved in price increases along our nation’s coastline as well. 
On March 23, 2006, Risk Management Solutions (RMS) announced that it was changing its 
hurricane model upon which homeowners and other propcrty/casualty insurance rates arc based. 
RMS said that “increases to hurricane landfall frequencies in the company's U.S. hurricane 
model will increase modeled annualized insurance losses by 40% on average across the Gulf 
Coast, Florida and the Southeast, and by 25-30% in the Mid-Atlantic and Northeast coastal 
regions, relative to those derived using long-term 1900-2005 historical average hurricane 
Frequencies." This means that the hurricane component of insurance rates would sharply rise, 
resulting in overall double-digit rate increases along America’s coastline from Maine to Texas. 

The RMS action interjected politics into a process that should be based solely on sound 
science. In the aftermath of the unexpectedly high damage caused by Flurricane Andrew, 
insurers turned to computer catastrophe modelers like RMS for new approaches to setting rates 
for catastrophe insurance coverage. The new method was a computer simulation model based on 
either a 1 ,000 or 1 0,000-ycar weather forecast. Consumers were told that the increase in rates 
resulting from the new computer catastrophe models would lead to greater rate stability. (1 was 
promised this outcome personally when 1 was Texas Insurance Commissioner.) There would be 
no need to raise rates after a catastrophic weather event with the use of the new models, insurers 
said, because these storms would already have been anticipated when rates were set. However, 
the new RMS model breaks that promise to consumers and establishes rates on a Five-year time 
horizon, which is expected to be a period of higher hurricane activity. 

RMS has become the vehicle for collusive pricing. In its report on its new hurricane 
model, RMS states: 

In developing the new medium-term five-year view of risk, RMS has taken counsel from 
rcnresenlativcs across the insurance industry in determining that future model output will 
be for a ‘medium-term’ five-year risk horizon.'^ 

To determine what should be the explicit risk horizon of an RMS Cat model, opinions 
were solicited among the wider insurance industry from those who both use and apply the 
results of models to Find the duration over which they souuht to characterize 
ri^. '‘’(Emphasis added) 


“Insurers Set to Squeeze I'vcn Tighter." Miami Herald, May 13, 2006. 

Ri.sk Management Solutions. “U.S. and Caribbean Hurricane Activity Rates," March 2006. page 1. 
Risk Management Solutions. “U.S. and Caribbean Mumcane Activity Rates.” March 2006, page 4. 


13 


VerDate Nov 24 2008 


10:57 Jun 11,2010 Jkt 056683 PO 00000 


Frm 00106 


Fmt 6633 Sfmt 6633 


S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



103 


It is clear from the release that insurance companies sought this move to higher rates. 
RMS’s press release of March 23, 2006 states; 

Coming off back-to-back, extraordinarily active hurricane seasons, the market is 
looking for leadership. At RMS, we arc taking a clear, unambiguous position that 
our clients should manage their risks in a manner consistent with elevated levels 
of hurricane activity and severity,’ stated Hemant Shah, president and CEO of 
RMS. ‘We live in a dynamic world, and there is now a critical mass of data and 
science that point to this being the prudent course of action. 

The “market” (the insurers) sought leadership (higher rates), so RMS was in a 
competitive bind. If it did not raise rates, the market would likely go to modelers who did. So 
RMS acted and the other modelers are following suit. According to the National Underwriter 's 
Online Service (March 23, 2006): “Two other modeling vendors — Boston-based AIR Worldwide 
and Oakland, Calif.-based Eqccat — are also in the prtrccss of reworking their hurricane models.” 
It is shocking and unethical that scientists at these modeling firms, under pressure from insurers, 
appear to have completely changed their minds at the same time after over a decade of using 
models they assured the public were scientifically sound. 

The RMS model is now coming under increasing scientific and political scrutiny. 
According to a report in the Tampa Tribune, 

Two scientusts, Florida State University geologist Jim Eisner and National 
Oceanic and Atmospheric Administration research meteorologist Thomas R, 

Knutson, told the Tribune that insurance industry objectives drove the change and 
faulted the company's .scientific justification... 'I'm kind of used to deceptive 
activity as a former attorney general,' (Governor) Crist said. ‘But that was rather 
disturbing to hear about that. We need to got as much information as we possibly 
can. This much I do know: Insurance companies are making extraordinary 
profits.’” 

Other scientists have also expressed concerns about the RMS 
methodology: 

‘It's ridiculous from a scientific point of view. It just doesn't wa.sh well in the 
context of the way science is conducted,’ stiid Mark S. Frankcl, director of the 
Scientific Freedom. Responsibility & Law Program at the American Association 
for the Advancement of Science, in Washington. (RMS) mentioned the ‘expert 
elicitation’ process RMS conducted in October 2005 - when the company paid the 
expenses for four scientists to meet in Bermuda and di.scuss the issue. The 
company later mentioned the scientists in news releases and included pictures of 
them in a slideshow on the new model. Last week, two of those scientists told the 
Tribune they didn't agree with some of the statements RMS has made about the 
model and noted that they only had a chance to review a portion of the data in 


Christ. Sink Seek Storm Model Data, Tampa Tribune, Janitary 9. 2007 
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question. . .’1 think that question was driven more by the needs of the insurance 
industry as opposed to the science,’ said Knutson, who also questioned the extent 
of some of the RMS projections about hurricane landfall.’*' 


Insurers often try to position supposedly objective and independent third parties as the 
public decision-makers when it is insurers themselves who want to increase rates. For decades, 
the third parties that often performed this function were ratemaking (advisory) organizations 
such as ISO. At least ISO and other rating organizations were licensed by the states and subject 
to at least nominal regulation, because of the important impact they had on rates and other 
insurance tools, such as policy forms. 

More recently, insurers have utilized new third party organizations (like RMS) to provide 
information (often from “black boxes" beyond state insurance department regulatory reach) for 
key insurance pricing and underwriting decisions, which helps insurers to avoid scrutiny for their 
actions. These organizations arc not regulated by the state insurance departments and have a 
huge impact on rates and underwriting decisions with no state oversight. RMS is one such 
organization. Indeed RMS’s action, since it is not a regulated entity, may be a violation of 
current antitrust laws. 


POSSIBLE COLLUSION ON CLAIMS PRACTICES 


Many concerns have been raised about the poor performance of property-casualty 
insurers in paying legitimate claims in the wake of Hurricane Katrina, Some have suggested 
that the lack of attention to individual claims by some insurers may have been the result of the 
collusion. Consider this startling blog from the President of the Association of Propcrty/Casualty 
Claims Professionals, Janies Greer, posted on the w'cb site of the Editor of the National 
Underwriter: 

Posted on January 3 1 . 2007 23:06 
James W. Greer, CPCU : 

.Although 1 live and work in Florida, my home is on the Mississippi Gulf Coast where 1 have 
family spread from one side of the state to the other. I spent six months there leading a team of 
over 100 CAT adjusteis and handling the wind claims fur the state's carrier of last resort. 

t personally walked through the carnage, saw the people, and felt the sorrow. 1 climbed the roofs, 
measured the slabs, and personally witnossed very \ isible and cleat damage caused by both 
water AND WIND. 

1 also observed something else that surprised ntc. and, after 21! years as a claims professional 
who has carried "the soul" ol'a bygone industry in my practices and preachings, I was ashamed 
of those to whom I had vested a lifetime career: An overwhelming lack of claims adjusters on the 
Mississippi Gulf Coast. The industry simply did not respond. 


hthicist Questions Insurance Rate Data. Tampa Tribune, January 12, 2007. 
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'['he inclusiry appeared as distant lo (he Miss. Gulf Coast as the federal governmctii was accused 
of being to New Orleans. It was as if some small group of high-level financial magnates decided 
that the only wav to Siivc the industry's financial fate from this mega-disaster was to take a total 
hand's off approach and hide beneath the waves and the Hood exclusion. 

While media reps repeatedly quoted, "Each claim is different am! will he handled on its own 
facts and merits, " the carriers behaved as one.. .if there was evidence of water, or van were 
within a eertuin geographic boundary, adjitslers were largely absent on the coast. (Emphasis 
added.) 

(Actually, Stale Farm did have one of the largest C.AT facilities, located eentrally on lire coast, 
but there was little evidence of other carrier piescnce.) 

I personally ohscued large carriers simply refusing to respond, or even consider arguments ol' 
wind involvement . .well-rationalized sets of facts, coverage and legal arguments. The silence 
from industry ol’licials "far from the field" who retained the autltorily for claim doeision-making 
was deafening. 

in an article posted on the Association of Property & Ciasualty Claims Professionals' VVeb site 
shortly after Katrina hit. 1 dc.scribcd the catastrophe as "Claims Greatest Challenge," and 
pondered the industry would respond. Now vve knovv. 

As a member of an old .Aetna family that has been widely dispersed .since its dcmi.se in the ’90's. 

I remember the day when leaders of that fine company routinely citeti, and tried lo honor, the 
.social moral contract the insurance industry had with society. It is clear that, in today's business 
environment, the soul of the insurance industry is missing, and despite the rhetoric of its PR 
machine, the industry no longer recognizes such ti social. moral obligation. 

As a lifetime claims professional, 1 will never quit w riting, teaching tind showing those who arc 
interested the way things .should be done to serve ilio best interests of the industry and its 
customers according to the bc,st practices and behaviors of a bygone claim.s age. Perhaps 
someday a change in mindset will once again begin to evolve. 

Clearly, for the Mississippi Gulf Coast, the Katrina catastrophe, the animosity and the liligalioii. 
it was never really about tlood...nor was it about the Hood exclusion. It was, and is. about the 
failure ot the insurance industry to keep ifs promise. ..a promise that it will respond when loss 
occurs. 

The only Ihing sold in insurance is peace of mind. The victims ol this storm, and certainly those 
in Mississippi, will never again find peace ol'mind in insurance. 

.Actions do speak loudest. On the Mississippi Gulf Coast, the insm aiice industry simply failed to 
act. In the end. it w ill pay dearly for that decision, as will all of society. 

.lames VV. Greer, ('PCI'. President, Association of Property & Casualty Claims Professionals 
(PCCP)'" 


Your Own Worst Enemy, Continued, Blog of Sam Friedman, Editor. National Underwriter Magazine, 
‘j. ' -'ll > ly February 2 ! , 2007. The blog has other interesting posts on this subject. 


16 


VerDate Nov 24 2008 


10:57 Jun 11,2010 Jkt 056683 PO 00000 Frm 00109 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



106 


There may also be significant antitrust implications to the growing use of claims payment 
software by insurance companies. Insurers have reduced their payouts and maximized their 
profits by turning their claims operations into “profit centers” by using computer programs and 
other techniques designed to routinely underpay policyholder claims. For instance, many 
insurers are using programs such as “Colossus,” sold by Computer Sciences Coiporation 
(CSC).’° CSC sales literature touted Colossus as ‘the most powerful cost savings tool” and also 
suggested that the program will immediately reduce the size of bodily injury claims by up to 20 
percent. As reported in a recent book, “...any insurer who buys a license to use Colossus is able 
to calibrate the amount of ‘savings’ it wants Colossus to generate... If Colossus does not generate 
sufficient ‘savings’ to meet the insurer’s needs or goals, the insurer simply goes back and 
‘adjusts’ the benchmark values until Colossus produces the desired results.”''' In a settlement of 
a class-action lawsuit, Farmers Insurance Company has agreed to stop using Colossus on 
uninsured and undcrinsured motorist claims where a duty of good faith is required and has 
agreed to pay class members cash benefits,''" Other lawsuits have been filed against most of 
America’s leading insurers for the use of these computerized claims settlement products."" 

Programs like Colossus are designed to systematically undcipay policyholders without 
adequately examining the validity of each individual claim. The use of these programs severs 
the promise of good faith that insurers owe to their policyholders. Any increase in profits that 
occurs cannot be considered to be legitimate. Moreover, the introduction of these systems could 
explain part of the decline in benefits that policyholders have been receiving as a percentage of 
premiums paid in recent years. 

Colossus is being used by most major insurance companies, in some eases through the 
marketing efforts of CSC offering 20 percent savings, McKinsey & Company has also 
encouraged several companies to use Colossus"’*. “Before the Allstate project in 1992 (called 
CCPR - Claims Core Process Redesign), McKinsey named its USAA project ‘PACE’ 
[Professionalism and Claims Excellence], At State Farm, McKinsey named its project ‘ACE’ 
[Advanced Claims Excellence].”"''' 

For example, McKinsey introduced Allstate to Colo,ssus, “McKinsey already knew how 
Colossus worked having proved it in the field at USAA.”"*' This quote was footnoted as follows: 
“See McKinsey at (PowerPoint slide number) 7.')41 ; “The Colossus sites have been extremely 
successful in reducing severities with reductions in the range of 10% for Colossus-evaluated 
claims.”"" 


Other programs are also available that promise similar savings to insurers, such as ISO's "Claims Outcome 
Advisor.’" These are bodily injury systems but other systems, such as f'.xactiiuatc, '‘help" insurers control claims 
costs on property claims. 

■' “From Good Hands to Boxing Gloves - How Allstate Changed Casualty Insurance in America," Trial Guides, 
2006, Bcrardinciii, Freeman and DeShaw, pages 131, 133, 135. 

■“ Bad Faith Class Actions, Whitten, Reggie, PowerPoint Presentation. November 9. 2006. 

J'’ ibid. 

, .Me Kinsey & Co. has tatight Allstate and other insurance companies how to deliver less and less.” 
Berardineili. Freeman and DeShaw. page (7. 

-■ Ibid. Page 57. 

ibid. Page !32. 

-• Ibid. 
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I have been a witness in some of the cases against insurers using the Colossus product 
and 1 am covered by a protective order in these cases (I could go on at length about why these 
Protective Orders arc bad public policy, particularly coupled with secrecy provisions in 
scttieracnls, in that the bad practice that was uncovered, often continues to harm people). I am, 
therefore, limited in this testimony to what is in the public domain. However, as I describe 
above, there is public information about the use of common consultants am! vendors by 
insurance companies that have adopted Colossus and similar systems. I strongly urge this 
committee to probe the question of whether these vendors and consultants have been involved in 
encouraging and facilitating collusive behavior by insurance companies with these claims 
systems. I also urge you to investigate whether a similarity in Hurricane Katrina claims payment 
procedures and actions (or non-actions), as mentioned above, could indicate collusive activity by 
some insurers. 

The use of these products to cut claims payouts may be at least part of the reason that 
consumers arc receiving record low payouts for their premium dollars as insurers reap 
unprecedented profits. As is obvious in the following graph, the trend in payouts is shaiply 
dow n over the last twenty years, a period during most state insurance regulators have allowed 
con.simier protections to erode significantly and when Colossus and other claims systems were 
being introduced by many insurers,’^ 



" CF.A tested this drop in bcnoHt,s related to premiums to see if it could be .attributed to a drop in investment 
incotne. Over the time frame studied, there was a three percent drop in investment income. Since insurers typically 
rcllect about halfof investment income in prices, CF.A believes that the drop in investment ineame accounts for only 
1 ,5 points of the 1 5-potnt drtip. That is, inve.stment income explains only about one -tenth of the drop in beiteftt 
payotiis to eonsuincrs per doilar expended in insurance premium. 
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It is truly inappropriate for property/casualty insurers to be delivering only half of their 
premium back to policyholders as benefits,’'* 

State insurance departments have been sound asleep on the issue of the negative impact 
of Colossus and other such models on policyholders’ rights to fair, good-faith claims settlements. 
If the FTC had been empowered to undertake investigations and other consumer protection 
activities, insurers might have thought twice about engaging in such acts on a national basis. 

Recently, certain Colossus materials that were held under seal in legal proceedings have 
become public. These materials should be of great interest to this committee. VVe are also 
sending these materials to the National Association of Insurance Commissioners. We ask that 
both this Committee and the NAIC carefully review these important documents for possible 
action to protect America’s consumers. 

Thesc documents provide evidence that insurers were able to use Colossus to achieve 
“savings,” by selecting target savings for the future and using the system to push adjusters to 
achieve those targets. The documents further show an attempt to change the terminology from 
savings to consistency to avoid legal and regulatory concerns. 

As an example of evidence that is now public, here is an excerpt from the deposition of a 
Vice President of CSC, designated as the corporate representative in a lawsuit: 

A We show them (insurance companies) how to operate the tuning mechanism hut then they 
make the decision on the tuning. 

Q On the percentage of savings? 

A Yes 

Q So its kind of like a water spigot on the savings, you can turn it up or down depending on 
what the insurance company wants to do. right? 

(Objection from counsel) 

A Yes 


Thus targeted savings are a part of the Colossus claims system, savings that can be 
selected by the insurer by simply tuning the system to achieve it. 

In a document written by ISO’"’, which sells a competing product to Colossus, the savings 
are discussed: 


' In.surcrs cuntend that the ioss adjustment e.xpcnsc is abcnetlt to consttmers. Obviously, this i.s a "bcnellt'' that 
does not go to the consumer or repair cars, doctor bills, etc. But even the loss and L.AR ratio itself is at a record low 
for many decades, at under 70 percent. 

“DiscuSsSion Paper; The Durability ofSavings Produced by Bodily Injury Claim Assessment Products," found at 
H JSO-00000803-815 in the documents. 
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“The ot’len-quoled savings derived from these products (20%) comes from Colossus 
results, a mixture of folklore and performance. CSC clearly state (sic) that the performance of 
Colossus in independently controlled, and measured, pilot operations in many US insurers over 
the past 8-10 years has delivered savings of approximately 20% on average." 

But, ISO notes that these savings do not show up in overall average claims’ costs 
nationally. ISO believes that a key reason is that, while “...initial savings from piloting Colossus 
measured quite high, almost immediately on the pilot ending the savings began to deteriorate. 
This has been evident as wc have visited Colossus sites with all users citing far lower levels of 
savings than achieved at pilot. Typically, Colossus users claim savings in the 1-7% range with 
the odd company registering in the teens. It is clear that some level of savings is sustainable. 
Give that there is significant additional administrative cost involved in the use of Colossus, if it 
failed to deliver some level of sustainable savings then many companies would have removed it 
by now.” 

ISO says this loss of savings “was first brought to our attention by McKinsey and has 
been confirmed by several Colossus users.” 

A prime reason for the slippage, according to ISO, is human behavior. “During the pilot 
process, adjusters arc diligent... During this time, they generally settle within the Colossus 
nominated range. This combination of product and behavior produces the 20% number. As time 
passes adjusters leant how to answer the questions asked by Colossus, ..to get the number they 
desire. ..(or) to get the answer that they need to settle the claim. ..This has been evidenced by 
McKinsey observing that adjusters run Colossus consultations 8-10 times until they get the 
number the other side wants, and then the claim is settled.” 

ISO believes that “diligent management” can slow the loss of savings but that the 
slippage will still occur. ISO says that the answer is the use of their product. Claims Outcome 
Advisor, which "keeps a record ofevery assessment run by adjusters. ..Should an adjuster run 8- 
10 assessments attempting to get a higher number, then there is a record of this happening and an 
Action Item. Can be generated to the particular adjuster's supervisor...” 

ISO maintains. “The Claims Outcome Advisor was designed to save insurers 25-50% 
more than any other product. . .a strong initial round of savings for the insurer. This is supported 
by active strategies for maintaining these initial saving.s, and strategics for developing additional 
future savings.” 

The CSC documents forwarded to staff show that they sold the Colossus product to many 
insurers in the early years of the product touting a 20 percent savings (often they cite projected 
savings of 19.8 percent) on bodily injury auto settlements. In later years, CSC changed the 
terminology from "savings” to “consistency,” becau.se, as internal documents show, CSC knew 
that this was a “small twist, but it has large potential legal exposure.” The documents show that 
a top CSC executive “has a concern re any use of the ‘s-word’, as he called it. Concern is, in 
litigation, we take the position of consistency tool, etc. He is concerned that a savings-related 
prc.scntation will be introduced to counter that.” (CSC document identified as CSCHENSR078- 
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000009650.) He asked that, on one document, this change be made: “Colossus users can achieve 
savings up to 19% through the consistent application of Best Practices should be Colossus users 
can achieve increased consistency up to 19% through the consistent application of BP." 
(CSCHENSR078-000008933) 

Insurer internal documents show that savings were realized. CNA Insurance found 
savings of 22 percent in their trial use of Colossus, for example. 

A CNA document reveals that the insurer knew what other Colossus users were doing to 
make the system work to achieve desired savings by monitoring the work of claims adjusters to 

We have been in contact with other companies which use Colossus, and have found that 
data accuracy is a universal problem. The system can be easily manipulated to provide 
whatever settlement value the claim rep. desires. The only way to avoid this Is to check 
the files/consuftations for accuracy of the data. Some of the other carriers monitor data 
accuracy solely from the Home Office level by reviewing data obtained from the 
reporting system which comes with the product. Other carriers conduct periodic file 
reviews In their branches. There are a few other carriers which have gone with full-time 
employees dedicated 100% to Colossus for purposes of checking for data accuracy, 
tracking results, conducting training, etc. These companies are having the best success 
with Colossus. The most beneficial severity results are obtained when the consultations 
are reviewed prior to negotiations taking place, so the claim rep is forced to attempt 
settlement within the Colossus recommended range. The original pilot was conducted 
In July 1995, and the results proved to be impressive. 
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CSC had Advisory Committees and User Groups that met to discuss Colossus issues. 
Here is part of one agenda: 



The third-annual Claims Executive Forum is just two months away •— .)une 16-17 at the Westi 
Resort on beautiful Hilton Head Island, South Carolina. 

At this forum you will meet fellow industry executives and learn how they tackle the same 
challenges you are facing today. Presenters at this year's conference include Lori Lehmann of 
Nationwide, Dave Bauman of Chubb, and Rick Ainsworth of Indiana Farm Bureau. Additional 
speakers will be added to the Web site as they are confirmed. Sessions will focus on how corr 
have transformed their business, improved processes, extended their reach, improved custon 
satisfaction, and are delivering results. 

CSC's customer communities are among the largest in the claims and risk management Indus 
Join this diverse group of executives for this two-day event and find out how customers are p 
a key role in CSC’s development program. You'll also get the first look at what’s in store for tl 
release of Colossus, RISKMASTER and Legal Solutions Suite. 


And here is part of another agenda: 

TRACICING ROl Return on investment is a critical decision factor for 

evaluating the usage of claims management tools. Join 
us as wc have a panel discussion with CSC team 
and Colossus customers as wc measure ROl over time. 

The sharing of information on the savings, or ROl, and how to achieve it is very 
disturbing, and, as the following document shows, such sharing occurred in significant detail: 


Control of COLOSSUS 

• St. Paul does not have a maintenance agreement, but they did use CSC to help them do 
reviews of 4 oftheir offices. They did re-up with COLOSSUS and are now using this data to 
help them decide how to handle the use in the future. St. Paul until last year had 2 more than 10 
home office persons and then an expert in the branch (this expert also did LAS and helped with 
large file negotiation and training). Last year they laid off the HO and stopped checking 
COLOSSUS. Results deteriorated, so they arc rethinking how to handle in the fufttre — their 
time frame is similar to ours — told them 1 would touch bases with them as they proceed. 

• Metropolitan has strong 110 and experts in each branch. Most files reviewed before 
settlement. 
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• Westfield will have 5 HO experts — they arc based regionally so these people will be 
hands on for the branches. All flies must be reviewed. 

• Allstate — Expert in each office they cannot pay over COLOSSUS without file being 
reviewed and Okayed for payment over. 

• Grange — Strong HO — they have files sent to HO to review. The team does training, 
file reviews both in HO and in field. 

• Allied — very strong HO control. • Royal — strong HO control • Basically it 
came down to tw'o sets of controls either strong HO — that do reviews and then followed up 
with the branches. These co.’s tended to have no experts in the branches. Other companies have 
a weaker HO with COLOSSUS person having multiple other functions, but then they have a 
strong local control with either an expert that docs only COLOSSUS. Several had the 
combination approach where they had report rcview'crs in HO with a local expert, but the local 
expert would have other functions also such as training. 

• Quite a few companies use their nurse case managers to review the harder claims with 
impairment ratings — they felt they got more accurate consultations this way. 

• No company had done CBA, but it seemed the stronger the controls the greater the savings. 
Only St. Paul seemed to have felt the cost outweighed the outcome, but now are rc-thinking that 
posture. 

Tracking Savings 

• The newer companies arc still looking at payment to dclcnninc savings. 

• Some companies have gone to the trending analysis review 

• Several companies are looking at severity as a tracking method. This time quite a few 

companies have talked of severity tracking as a method. They track the severity for an 
office using the amounts that fall with COLOSSUS evaluations, when an office’s severity 
increases then they send a COLOSSUS team in to see what is causing it — retuning 
needed, training needed or are they negotiating with COLOSSUS. This seemed to give 
these companies the best feel for the product and 1 think they were the most comfortable 
with their saving numbers. 

Thus, insurers did learn from each other how to use Colossus and how to keep adjusters 
from going over the Colossus recommended claim sctilcincn! amounts. 

Other documents indicate that some insurers did know the ROl on Colossus for other, 
non-affiliated insurers. Westfield Insurance Company's notes of a User Group meeting indicate 
that savings and how to keep adjusters from going over the Colossus recommendation range 
(e.g., using the "hammer” to get compliance at Motorists Mutual) were discussed. Savings and 
the “hammer” by Ohio Casualty and other insurers arc also discussed in a Westfield document. 
The “hammer” refers to holding adjusters strictly to the Colossus recommendations through audit 
or other methods. 
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CNA sought opinions from “competitors” on savings and other matters before 
determin ing to pu rcha se Col ossus: 
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These documents show that insurers were using the Colossus product to achieve claims' 
payment savings and were keeping this ability to achieve savings secret from claimants. They 
also had “inside” information from other insurers about how they used Colossus and how much 
they were profiting from Colossus’ use in ways that, if antitnist laws were applied in insurance, 
would have been avoided. Even without antitrust law enforcement in insurance, in,surancc 
regulators should have stopped this massive rip-off of America’s consumers long ago. 

While lawsuits have mitigated the damage from Colossus for first party auto insurance 
claims (such as uninsured motorist claims) for many insurers, the lawsuits do not mitigate the 
damage in third party claims (such as bodily injury auto claims), Wc call on Congress and the 
state insurance regulators to take action to stop such abuses as soon as possible. 


INEFFICIENCY HARMS CONSUMERS 


Because of market inefficiencies, exacerbated by the collusion allowed by the McCarran 
Ferguson antitrust exemption, high-expense insurers with commensurate high prices can charge 
whatever is needed to cover their inefficient operations or even more and, like Liberty Mutual in 
Burlington, still retain a significant market .share. 

Inefficiency abounds in insurance, as documented in Attachment B. If competition were 
more effective, significant cost savings (savings in the double digits) could be expected. The 
spreadsheet contains data compiled by AM Best and Co. showing expenses as a ratio of 
premiums for all major insurers and aggregate expense information for the entire 
property, 'casualty insurance industry. 

The first three columns of numbers are the expenses for the entire industry. The 
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spreadsheet shows, by major line of insurance, the loss adjustment expense and the underwriting 
expenses and the total of these two expense ratios. The loss adjustment expense is the cost of 
settling claims, including defense attorney costs, adjusters’ costs and other claim-related 
expenses. The underwriting expense includes the costs of policy writing, agent and broker costs, 
overhead costs and other business expenses, with the exception of loss adjustment costs. 

The next three columns show similar data but for a specific efficient and large (at least 
one percent of the national premiums in the line of insurance shown) insurance company. 

The final two columns arc calculations made by CFA to show the potential savings if 
competition were enhanced. The first of the two columns shows the savings that would occur if 
the average expense ratio of all insurance companies were lowered to that ratio enjoyed by an 
efficient insurer. The final column on the spreadsheet shows the savings that would occur if the 
expense ratio of the inefficient insurer were lowered to the average expense ratio of all insurance 
companies. 

CFA believes that application of antitrust laws to the insurance industry could 
result in double-digit savings for America’s insurance consumers, in some lines, such as 
medical malpractice, the savings could reach twenty percent or more. Our study shows 
remarkable potential benefits for consumers if the antitrust exemption is removed and states do a 
better job of regulating insurers. 


F.LIMINATINO THE ANTITRUST EXEMPTION HAS HELPED CO.NSUMERS IN 
CALIFORNIA 


The insurance industry would have us all believe that competition and regulation arc 
polar opposites. This is not true. Both competition and regulation seek the same end, the lowest 
possible prices for consumers consistent with fair profits for the providers of a good or service. 
They can work together in a complimentary fashion. 

The proof that competition and regulation can work together in a market to benefit 
consumers and the industry is evident in California, which regulates auto insurance under 
Proposition 103. Indeed, that was the intent of the drafters of Proposition 103, Before 
Proposition 103, Californians had experienced significant price increases under a system of 
“open competition.” Proposition 103 sought to maximize competition by eliminating the state 
antitrust exemption, laws that forbade agents to compete, laws that prohibited buying groups 
from forming, and so on. It also imposed the best system of prior approval of insurance rates and 
forms in the nation, with very clear rules on how rates would be judged. 

As our in-depth study of regulation by the states revealed,^' California’s rcgulatoiy 
transformation - to rely on both maximum regulation and competition - has produced 
remarkable results for auto insurance consumers and for the insurance companies doing business 
there. The study reported that insurers realized very substantial profits, above the national 


Why Not the Best ’ 1 he Mo.st Etfcctivc Auto ln.sunince Regulation in the Nation,” tune 6. 2000, 
(w . ,ie, I , J 
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average, while consumers saw the average price for auto insurance drop from $747.97 in 1989, 
the year Proposition 103 was implemented, to $717.98 in 1998. Meanwhile, the average 
premium rose nationally from $55 1 .95 in 1989 to $704.32 in 1 998. California’s rank dropped 
from the third costliest state to the 20tli. 

1 can update this information through 2005.^“ As of 2005, the average annual premium in 
California was $844.50 (ranked 17"’) vs. $829.17 for the nation. Since California transitioned 
from relying simply on competition ~ as promoted by insurers — to full competition and 
regulation, the average auto rate went up by 12.9 percent while the national average rose by 50.2 
percent — a powerhouse result for California’s consumers! 

Removing the antitrust exemption has been a key element in this successful 
transformation of California’s insurance market. 


BROOKS HEARINGS 


I encourage you to carefully review materials from the last time Congress studied this 
matter: the hearings and report developed under Chairman Jack Brooks of the House Judiciary 
Committee in the early to mid 1990s. You will find that a long list of organizations supported 
reform: from labor to business, from consumer groups to the ABA. 

In 1994, the House Judiciary Committee issued its report. A compromise proposal 
emerged after years of negotiation that both wc at CFA and the American Insurance Association 
(AlA) supported. It would have only controlled trending by insurers where groupings of “rivals” 
in bureaus like ISO cooperated in the ratemaking process to project pricing into the future. The 
compromise would have also prohibited joint final price fixing, allowed today. The idea was to 
end the situation under McCarran where a state law on the books - no matter how weak or 
unenforced - trumps federal antitrust enforcement. This system, which produces extremely 
weak consumer protection results, would be replaced by the more normal American system 
known as the state action doctrine, which would require active supervision by a state that wanted 
to allow collusive behavior in the insurance market. 

That would have been a good step forward in 1994, so wc agreed to the compromise. In 
the intervening years, wc have had another hard market made possible by Congressional inaction 
on McCarran reform. Wc have had shocking revelations by Attorney General Spitzer of bid 
rigging and kickbacks, where the most .sophisticated insurance buyers were duped. We have the 
remarkable Katrina related revelations of abusive claims practices, group adoption of anti- 
concurrcnt-causation clauses, and the creation of a coastal crisis in the midst of the industries 
unprecedented prosperity. We have seen reverse competition, where kickbacks to intermediaries 
have caiLscd extreme increases in prices of title insurance, credit insurance and other lines. 


State .Vver a ec Rxncndiliircs & Pre miums for Personal Automobile Insuiancc in 2005 . NAIC. 

” Insurers have posted c.xcellent profits as well. Over the decade ending in 2007, California insurers enjoyed a 
return on equity for private passenger auto insurance of 9.2 percent vs. 8. i percent for the nation ( Rep ort on 
Protllabilitv by Line by Slate 200 7. NAIC). 
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Given these new outrages. CFA believes that the compromise we agreed to in 1994 
would be too little, too late in 2009. We now believe that only a complete repeal of the antitnist 
exemption will achieve the reforms that are necessary to end these anticompetitive abuses. 


RESPONSE TO INSURER ARGUMENTS AGAINST REPEAL 


CFA has heard several concerns from the insurance industry regarding repeal of the 
McCarran Ferguson Act that do not withstand serious scrutiny. 

1. Small insurers would be hurt by the lack of data sharing. There is absolutely no evidence 
for this claim. As stated above, legal experts have testified that pro-competitivc activities, such 
as the collection and dissemination of historic data, would still be legal under current antitrust 
laws. It is true that some companies would have to hire actuarial services to replace the joint 
actions for such anti-competitive steps as trending, but many actuaries arc available for hire to do 
such work. If a state wanted to replicate some process, such as joint trending, it could do so 
under the state action doctrine. The difference would be that the state would have to be actively 
involved in regulating such activities. This would be a great step forward for consumers, since 
many states today provide very little oversight. 

2. Small insurers would be hurt by the lack of joint policy language. It is not appropriate to 
allow cartol-liko organizations to write “joint" policy language for adoption by many insurers in 
a short period of time. Such an approach leads inevitably to the wide adoption of anti-consumer 
provisions, like the anti-concurrent-causation clause. The financial impact of developing 
standardized policy language on smaller insurers could be mitigated if state insurance 
departments promulgate standard forms. However, these regulators would have to ensure that 
the policy language was fair to consumers, not just friendly to insurers. 

.2. The antitrust exemption is not an issue in health insurance. As cited above the example 
of conflicts-of-interest in setting “reasonable and customary” fees demonstrates that this 
statement is not true. But, if it were iriie, why would health insurers argue for an exemption that 
has no impact? To say it docs nothing and, simultaneously, fight the change does not make 
sense. There is a reason health insurers want to retain the exemption. 

4. ISO and other cartel-like organizations “facilitate” competition. This claim is patently 
absurd, as every independent study over the last few decades has shown. (See studies cited 
above.) If industry-wide collusion to develop prices is pro-competitive, why have Congress and 
the courts determined that such activity in other industries should send executives to jail? 

5. Allowing the FTC to study insurance issues would cause a “lawsuit explosion.” The 

FTC’s involvement would likely reduce litigation by uncox'cring improper practices earlier than 
under the notoriously inept state "market conduct” review systems. This would allow insurers to 
correct problems sooner, reducing their financial exposure to litigation at a later date. 

6. Repeal of the McCarran Ferguson Act coupled with the application of federal antitrust 
laws would constitute “dual” federal/ state regulation of insurance. Regulation of the 
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business of insurance would remain firmly vested with the slates, given that proposals to repeal 
the antiinist exemption do not alter the first section of the McCarran Ferguson Act that delegates 
the insurance regulation to the states. These proposals would only empower the FTC and DOi to 
help consumers and make sure that antitrust law is not violated. Moreover, state regulators 
would be in complete control of whether or not federal antitrust intervention in the Insurance 
marketplace occurs. If states do their jobs and implement "active" regulation, as required under 
the state action doctrine, there would be no need for federal intervention. The problem with slate 
insurance regulation under the McCarran Ferguson Act is, of course, that it allows any fonn of 
regulation, no matter how weak,. Unfortunately, for consumers, a number of states have decided 
that virtually no regulation conslilutcs an acceptable regulatory regime. 

7. Repeal of McCarran Ferguson should only occur in conjunction with federal enactment 
of an “optional federal charter” (OFC) for Insurers. There arc several reasons why this is 
unnecessary' and even dangerous to consumers. First, the OFC bills that some insurers have 
supported would sharply reduce consumer protections at a time when experience with insurance 
claims (particularly in the wake of Hurricane Katrina) shows that consumer protections need to 
be enhanced. For instance, under these bills, the federal regulator would have little or no 
authority to review skyrocketing insurance rates on the coasts or the introduction of anti- 
consumer contract provisions, such as the anti-concurrent-causation clause, Congress should not 
reward insurers with their “wish list" of inadequate regulatory controls at any time, particularly 
in light of concerns about insurance Industry practices raised after Hurricane Katrina. 

Second, OFC legislation sols up a system of regulatory arbitrage where insurers have the option 
of selecting the regulator of their choice -- state or federal. Regulators would have to "compete" 
to bring insurers into their system by lowering consumer protections even further. In contrast, 
repealing the antitrust exemption alone will require states to enhance their regulaioiy efforts and 
improve consumer protections to meet state action doctrine Third, including an OFC proposal 
as part of repeal would help undermine the positive consumer impact of repeal and create 
vigorous opposition from consumer organizations, editorial writers, and others. Fourth, the anti- 
trust exemption was always intended by the drafters to be a stand-alone provision and, indeed, as 
the legislative history shows, was intended to end in around 1946. 

CONCLUSION 


Congress should end the long history of insurance industry collusion and anticompetitive behavior 
and the Health Insurance Industry Antitrust enforcement Act of 2009 (S. 1681) is an important first step in 
doing so. Anti-competitive behavior in the insurance market routinely costs consumers more money than a 
competitive market would, because insurers can cooperate in price setting. Further, collusion in claims 
handling appears to result in massive underpayment of consumers’ claims. The “boom and bust” business 
cycle of the property/casualty insurance industry Is exacerbated by the availability of pure premium and 
other rate guides the rate bureaus publish. Many insurers do not use these guides during the “soft” market 
periods but they become a kind of safe harbor when the periodic hard market strikes the commercial 
properiy/casualty market. The Katrina experience and the Spitzer revelations show us that collusive insurer 
behavior has tciTiblc consequences for all buyers, from low-income coastal residents seeking fair claims 
settlements, up to the most sophisticated Fortune 500 corporations seeking reasonably priced insurance. 
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Public and media support for ending this antitrust exemption has been quite strong for a 
very long time. For example: 

• Business Week editorialized that “The Insurance Cartel is Ripe for Busting.”^'* 

• The Journal of Commerce called for an “End to McCarran Ferguson.”^’ 

• The New York Times asked Congress to “Bust the Insurance Cartel.”’*' 

• The Los Angeles Times wanted Congress to take “New Action on an Old Proposal to End 
Cartel-Like Conditions.”" 

• When the House Judiciary Committee last studied eliminating or scaling back the 
antitrust exemption, there was much support. Consumer groups, small business groups, 
AARP, the American Bar Association, the American Bankers Association, labor unions, 
medical groups and others supported the effort. The American Insurance Association 
participated in lengthy di,scussions with the Committee staff and consumer advocates to 
try to detcmiine a way to cut back the exemption. 

• Every independent study of the McCarran Ferguson Act’s antitrust exemption has 
concluded that it should end. 

It is time to heed the advice of federal studies, consumers, and editorial writers and to 
repeal the antitrust exemption of the McCarran Ferguson Act. 


Apnln,l9S8. 
*’ May 2.5. 1988, 
May 4, 1991. 
June 12, 1991. 
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A TTACHIVlEiNT A 

COLLUSIVE ACTIVITY BY THE INSURANCE SERVICES ORGANIZATION THAT IS 
ALLOWED BY THE MCCARRAN FERGUSON ANTITRUST EXEMPTION 

The ISO website has had extensive information on the range of services they offer 
insurance companies. The website illustrates the deep involvement that this organization has in 
helping to set insurer rates, establishing policy forms, underwriting policies and in setting other 
rules. 

Some examples; 

• The page “The State Filing Handbook,” promises 24/7 access to “procedures for 
adopting or modifying ISO’s filings as the basis for your own rates, rules and forms.” 

• The page “ISO MarIcctWatch Cube" is a “powerful new tool for analyzing renewal price 
changes in the major commercial lines of insurance... the only source of insurance 
premium-change information based on a large number of actual policies.” This price 
information is available “in various levels of detail major coverage, state, county and 
class groupings - for specific time periods, either month or quarter. . .” 

• “MarkctWatch” supplies reports “that measure the change in voluntary-market premiums 
(adjusted for exposure changes) for policies renewed by the same insurer group. . .a 
valuable tool for, ..strategically planning business expansion, supporting your 
undewriting and actuarial functions...” 

• ISO Services are described as follows: “As a member or subscriber, your insurance 
company will be eligible to receive ISO products and services, serve on ISO user panels, 
and have ISO file rules and forms on your behalf .A member or subscriber must be 
licensed to write at least one ISO line of insurance in at least one juri.sdiction or territory 
of the United States, “As ;i service purchaser, you will be eligible to receive ISO 
products ami services. Insurers and other insurance-related entities that do not wish to be 
members or subscribers may sign up as service purchasers." 

• You must be a member or subscriber to get Filing Authorization Service, which is: “As a 
filing agent, ISO can handle the intricacies of filings and filing changes associated with 
ISO programs. You can adopt rule and form revisions — when approved by regulators — 
that we file on your behalf Of course, you can also deviate from those filings if you 
prefer. 

"ISO offers Filing Authorization for rules and foims as allowed by law. ISO does not 
olTer Filing Aiilhorizaiion Service li.ir lines of business now handled by statutory rating 
organizations in certain stales. 

‘'Subject to ail applicable stale laws, you may choose to; 
have ISO filings apply on your behalf 
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make filings on your own for any line or subdivision ofa line (c\ cn though you 
may lui\ c authorized ISO to file on your behalf) 

use a combination of these approaches 

"You must be a member or subscriber to participate for Filing Authorization, You must 
also participate for State Service rules and'or forms in the states where you want ISO to 
act as your filing agent.” 


• “ISO’s Actuarial Service” gives an insurer “timely, accurate infomiation on such topics 
as loss and premium trend, risk classifications, loss development, increased limits 
factors, catastrophe and excess loss, and expenses.” Explaining trend, ISO points out 
that the insurer can “estimate future costs using ISO’s analyses of how inflation and 
other factors affect cost levels and whether claim frequency is rising or falling.” 
Explaining “expenses” ISO lets an insurer “compare your underwriting expenses against 
aggregate results to gauge your productivity and efficiency relative to the average...” 
NOTE: These items, predicting the future for cost movement and supplying data on 
expenses sufficient for turning ISO’s loss co.st filings into final rates, arc particularly 
anti-competitive and likely, absent McCarran Ferguson antitrust exemption protection, 
illegal. 

• ‘TSO Products and Services” is a long list of ways ISO can assist insurers with rating, 
underwriting, policy forms, manuals, rate quotc.s, statistics, actuarial help, loss reserves, 
policy writing, catastrophe pricing, infonnation on specific locations for property 
insurance pricing, claims handling, infonnation on homeowner claims, credit scoring, 
making filings for rates, rules and policy fonns with the states and other services. 

Finally, ISO has a page describing “Advi.sory Prospective Loss Costs,” which lays out the 
massive manipulations ISO makes to the historic data. A lengthy excerpt follows: 

“Advisory Prospective Loss Costs arc accurate projections of average future claim costs and 
loss-adjustment expenses — overall and by coverage, class, territory, and other categories. 

Your company can use ISO's estimates of future loss costs in making independent decisions 
about the prices you charge for your policies. For most property/casualty insurers, in most lines 
of business, ISO loss costs are an essential piece of information. You can consider our loss data 
— together with other information and your own judgment — in determining your competitive 
pricing strategies. 

“The insurance pricing problem -Unlike companies in other industries, you as a 
property/casualty insurer don't know the ultimate cost of the product you sell — the insurance 
policy — at the time of sale. At that time, los.scs under the policy have not yet occurred. It may 
take months or years after the policy expires before you learn about, settle, and pay all the 
claims. Firms in other industries can base their prices largely on known or controllable costs. 

For example, manufacturing companies know at the time of sale how much they have spent on 
labor, raw materials, equipment, transportation, and other goods and services. But your company 
has to predic! the major part of your costs — losses and related expenses — based on historical 
data gathered from policies written in the past and from claims paid or incurred on those policies. 
As in all forms of statistical analysis, a large and consistent sample allows more accurate 

.^1 
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predictions than a smaller sample. That's where ISO comes in. The ISO database of insurance 
premium and loss data is the world's largest collection of that information. And ISO quality 
checks the data to make sure it’s valid, reliable, and accurate. But before we can use the data for 
estimating future loss costs, ISO must make a number of adjustments, including loss 
development, loss-adjustment expenses, and trend. 

“Loss development ...because it takes time to leant about, settle, and pay claims, the most 
recent data is always incomplete. Therefore, ISO uses a process called loss development to adjust 
insurers' early estimates of losses to their ultimate level. We look at historical patterns of the 
changes in loss estimates from an early evaluation date — shortly after the end of a given policy 
or accident year — to the time, several or many years later, when the insurers have settled and 
paid all the losses. ISO calculates loss development factors that allow us to adjust the data from 
a number of recent policy or accident years to the ultimate settlement level. Wc use the adjusted 
— or developed — data as the basis for the rest of our calculations. 

“Loss-adjustment expenses - In addition to paying claims, your company must also pay a 
variety of expenses related to settling the claims. Those include legal-defense costs, the cost of 
operating a claims department, and othens. Your company allocates some of those costs — 
mainly legal defense — to particular claims. Other costs appear as overhead. ISO collects data 
on allocated and unallocated loss-adjustment expenses, and we adjust the claim costs to reflect 
those expenses. 

“Trend -Losses adjusted by loss-development factors and loaded to include loss-adjustment 
expenses give the best estimates of the costs insurers will ultimately pay for past policies. But 
you need estimates of losses in the future — when your new policies will be in effect. To 
produce those estimates, ISO looks separately at two components of the loss cost — claim 
frequency and claim severity. Wc examine recent historical patterns in the number of claims per 
unit of exposure (the frequency) and in the average cost per claim (the .severity). Wc also 
consider changes in external conditions. For example, for auto insurance, wc look at changes in 
speed limits, road conditions, traffic density, gasoline prices, the extent of driver education, and 
patterns of dntnk driving. For just three lines ofinsurance — commercial auto, persona! auto, 
and homeowners — ISO performs 3,000 separate reviews per year to estimate loss trends. 
Through this kind of analysis, we develop trend factors that we use to adjust the developed 
losses and loss-adjustment expenses to the future period for which you need cost information. 

“What you get - With ISO's advisory prospective loss costs, you get solid data that you can use 
in determining your prices by coverage, state, territory, class, policy limit, deductible, and many 
other categories. You get estimates based on the largest, most credible set of insurance statistics 
in the world. And you get the benefit of ISO's renowned team of actuaries and other insurance 
professionals. ISO has a staff of more than 200 actuarial personnel — including about 50 
members of the Casualty Actuarial Society. And no organization anywhere has more experience 
and expertise in collecting and managing data and estimating future losses.” 
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CLAIMS OUTCOME ADVISOR 


“Bodily injury and workers coinpcnsalion claims prcscnl a complex array of medical, legal, and 
occupational issues. To manage those issues effectively, you need a comprehensive claims- 
managcrnciit system. You need an intelligent database that will help you determine the historical 
settlement amounts for similar claims. You need LSO Claims Outcome .Advisopir. 

“ISO Claims Outcome Advisor — or COA"'''' — will help you evaluate and manage the complex 
details ofeach bodily injury or viorkcrs compensation claim. COA's database contains more than 
i 8.000 medical conditions — injuries, treatments, complications, prcc.xisting conditions — and 
14,000 occupations. 

“ Take charge of your claims management today Find out more about ISO Claims Outcome 
.Advisor. Koilovv the links for dct.ails on how ISO Claims Outcome .Advisor can help you manage 
bodily injury claims, workers compensation claims, and accidcnt-rclatcd comparative-liability 
claints. 

“COA for Bodily Injury. When you use ISO Claims Outcome Advisor to manage your bodily 
injury claims, you get fair and consistent loss information based on your company's historical 
data. In addition, COA helps you stay current with the complex medical conditions associated 
with bodily injury claims. 

“COA for Workers Compensation. For each workers compensation claim, ISO Claims Outcome 
Advisor provides injury-management documents that facilitate communications among the 
claims handler, the employer, the employee, and medical professionals. In addition, COA 
develops a rcturn-to-work (RTW) plan unique to each injured person's medical conditions and 
occupation. 

“ISO Liability Advisor™ ISO Liability Advisor'"" is a powerful system that helps claims 
professionals identify and evaluate accident-related comparative-liability claims. ISO Liability 
Advisor features powerful graphical features, related industry links, and a relational database that 
helps you report, manage, and track each claim. 

For more information about ISO Claims Outcome Advisor, send e-mail” 

NOTE: COA is ISO’s version of Colossus. ISO has promised potential buyers large claims 
savings when this product is used. 

ISO’s activities extensively interfere with the competitive market, a situation allowed 
by the provisions of the McCarran Ferguson Act’s extensive antitrust exemption. 

Web site visited on October 9, 2009. 
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ATTACHiVlENT B PAGE 1 



2008 EXPENSE RATIOS 

AVERAGE FOR ALL INS. COS. 

AN EFFICIENT WRITER 
WITH AT LEAST 1 % 
MARKER SHARE 


LINEOFP/C INSURNCE 

Loss adj 
Expense 

Underwriting 

Expense 

Total 

Loss adj 
Expense 

Underwriting 

Expense 

Total 

FiRE 

4.7% 

31.7% 

36.4% 

I.80/0 

14.1% 

15.9% 

ALLIED 

8.8% 

30.7% 

39.5% 

5.9% 

9.1% 

15.0% 

HOMEOWNERS 

11.3% 

30.4% 

41.70/0 

7.60/0 

21.0% 

28.60/0 

CMP NON LIABILITY 

6.6% 

35.5% 

42.10/0 

1.2% 

14.40/0 

15.6% 

CMP LIABILITY 

21.7% 

32.9% 

54.6O/0 

6.2% 

29.2% 

35.4% 

MEDICAL MALPRACTICE 

24.3% 

18.8% 

43.1% 

16.8% 

13.9% 

30.7% 

WORK COMP 

15.0% 

24.70/0 

39.70/0 

15.9% 

8.7% 

24.60/0 

OTHER LIABILITY 

16.9% 

27.70/0 

44.6O/0 

13.30/0 

22.3% 

35.6% 

PPAUTO LIABILITY 

13.2% 

25.2% 

38.40/0 

9.2% 

11.8% 

2i.0o/o 

CCAUTO LIABILITY 

12.7% 

3O.4O/0 

43.10/0 

8.30/0 

24.SO/0 

33.1% 

PPAUTO PHYS DAMAGE 

9.9% 

24.6% 

34.5% 

9.2% 

11.6% 

20.8% 


Source: A. M. Best, Aggregates and Averages, 2009 Edition 
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ATTACHMENT B PAGE 2 


AN INEFFICIENT WRITER 

WITH AT LEAST 1% 

MARKER SHARE 

POTENTIAL RATE 

SAVINGS* 

Loss adj 

Underwriting 


If Average 

If Inefficient 

Expense 

Expense 

Total 

Became Efficient 

Became Average 

5.5% 

41.9% 

47.4% 

-24.4% 

-17.3% 

9.0% 

45.0% 

54.0% 

-28.8% 

-24.0% 

10.9% 

36.2% 

47.1% 

-18.3% 

-9.3% 

9,8% 

40.2% 

50.0% 

-31.4% 

-13.6% 

32.2% 

36.2% 

68.4% 

-29.7% 

-30.4% 

22.2% 

43.5% 

65.7% 

-17.9% 

-39.7% 

11.7% 

39.9% 

51.6% 

-20.0% 

-19.7% 

30.5% 

25.0% 

55.5% 

-14.0% 

-19.7% 

14.2% 

32.9% 

47.1% 

-22.0% 

-14.1% 

20.3% 

33.0% 

53.3% 

-14.9% 

-17.9% 

13.2% 

33.1% 

46.3% 

-17.3% 

-18.0% 


AVERAGE SAVINGS 

-21.7% 

-20.3% 


* Calculated as follows; {(1.000- expense ratio of efficient writer)/ 1.000- expense ratio of average 
writer)-1.000} 
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Attachment C: Reprinted from the Los Angeles Times , November 28, 2006 


Insurance company cutbacks have left more than 1 million coastal residents scrambling to land 
new insurers or learning to live with weakened policies. As insurers retreat, states and 
homeowners are left to bear the biggest risks. 

Massachusetts 

During the last two years, six insurers have stopped selling or renewing policies along the coast, 
especially on Cape Cod, leaving 45,000 homeowners to look for coverage elsewhere. Most have 
turned to the state-created insurer of last resort. The Massachustelts FAIR Plan, now the state's 
largest homeowners’ insurer, recently received permission to raise rates 12.4 percent. 

Connecticut 

Atty. Gen. Richard Blumcnthal has subpoenaed nine insurance companies to explain why they 
arc requiring thousands of policyholders whose houses are near any water — coast, river or lake 
— to install storm shutters within 45 days or have their coverage cut or canceled. 

New York 

Allstate has refused to renew .50,000 policies in New York City and Long Island, and suggested 
it may make further cuts. Other insurers, including Nationwide and MctLife, have raised to as 
much as 5 percent of a home's value the amount policyholders must pay before insurance kicks 
in, or say they will write no new policies in coastal areas. 

South Carolina 

Agents say most insurers have stopped selling hurricane coverage along the coast. Those that 
still do have raised their rates by as much as 100 percent. The state-created fallback insurer is 
expected to more than double its business from 21,000 policies last year to more than 50,000. 

Florida 

Allstate has offloaded 120,000 homeowners to a start-up insurer and has said it will drop more as 
policies come up for renewal. State-created Citizens Property, now the state's largest 
homeowners insurer with 1 .2 million policies, was forced to use tax dollars and issue bonds to 
plug a $1 .6- billion financial hole due to hurricane claims. The second-largest, Poe Financial 
Group, went bankrupt this summer, leaving 300,000 to find coverage elsewhere. The state also 
has separate funds to sell insurers below-niarkct reinsurance and cover businesses. Controversy 
over insurance was a major issue in this fall's election campaign, causing fissures in the 
dominant GOP. 
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Louisiana 

The state's largest residential insurer, State Farm, will no longer offer wind and hail coverage as 
part of homeowners’ policies in southern Louisiana. In areas where it still covers these dangers, 
it will require homeowners to pay up to 5 percent of losses themselves before insurance kicks in. 
In a move state regulators call illegal and arc fighting, Allstate is seeking to transfer wind and 
hail coverage for 30,000 of its existing customers to the state created Citizens Insurance. 

Texas 

Allstate and five smaller insurers have canceled hurricane coverage for about 100,000 
homeowners and have said they will write no new policies in coastal areas. Texas' largest 
insurer. State Farm, is seeking to raise its rates by more than 50 percent along the coast and 20 
percent statewide. 

California 

The state has bucked the trend toward higher homeowners’ insurance rates with three major 
insurers. State Farm, Hartford and USAA, seeking rate reductions of 1 1 percent to 22 percent. 
Regulators have begun to question whether insurers are making excessive profits after finding 
that major companies spent only 4 1 cents of every premium dollar paying claims and related 
expenses. Alone among major firms, Allstate is seeking a 12.2 percent rate hike, 

Washington 

Allstate has dropped earthquake coverage for about 40,000 customers and will have its agents 
offer the quake insurance of another company when selling homeowners policies in the state. 
Nationally, the company has canceled quake coverage for more than 400,000. 

Sources: Risk Management Solutions (map): interviews with state insurance regulators 

NOTE: Since the Los Aneeles Times ran this recap of actions on the coasts, many insurers have 
cut hack or stopped writing insurance along the coasts. 
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Statement Of Senator Patrick Leahy (D-Vt.), 

Chairman, Senate Judiciary Committee, 

Hearing On “Prohibiting Price Fixing And Other Anticompetitive Conduct 
in The Health Insurance Industry” 

October 14, 2009 

Today, we focus on an issue that has had my attention for many years - the insurance industry’s 
exemption from the Federal antitrust laws. This exemption, since it was enacted in 1945, has 
served the financial interests of the insurance industry at the expense of consumers. 

For the past several months, our Nation has debated how best to reform our healthcare system. 
Three House Committees and two Senate Committees have spent countless hours trying to 
answer the question of how best to introduce competition and make health insurance affordable 
for all Americans. Amid this debate, it is important to remember that under current law the 
health insurance industry does not have to play by the same rules of competition as do other 
industries. 

The lack of affordable health insurance plagues families throughout our country, and the rising 
prices that hospitals and doctors pay for medical malpractice insurance drains resources that 
could otherwise be used to improve patient care. Antitrust oversight in these industries would 
provide consumers with confidence that insurance companies are not colluding to raise prices 
artificially. 

There is no justification for health insurers engaging in egregious anticompetitive conduct to the 
detriment of consumers. Price fixing, bid rigging and market allocation are “per se” violations of 
our laws precisely because there is no procompetitive justification for them. Health insurers 
should not be accorded immunity to engage in such otherwise illegal conduct. Our bill will fix 
this anachronism in the law once and for all and should lead to more competition and lower 
insurance costs. 

The insurance industry has used its cnonnous influence to maintain a special, statutory 
exemption fi'om Federal antitrust laws and the protections they provide. While the insurance 
industry hides behind its exemption, patients and doctors have continued paying artificially 
inflated prices, as costs continue to rise at an alarming rate. The cost spiral is just fine for 
insurance companies, but it punishes patients;, American businesses largo and small, and 
taxpayers. No wonder the insurance companies dearly want to keep their antitrust exemption. 

But where docs an antitrust exemption fit into the picture at a time when we are debating reform 
efforts to check spiraling costs and expand Americans’ access to quality, affordable health 
insurance? The obvious answer is that it is an anachronism that does not fit into the picture of 
what the American people want and need their health insurance system to be. 

Last month, I introduced the Health Insurance Industry Antitrust Enforcement Act of 2009, 
which will repeal the antitrust exemption for health insurance and medical malpractice insurance 
providers. The Majority Leader is a cosponsor of this legislation, as are five other Members of 
this Committee Senators Feinstcin, Feingold, Schumer, Durbin, and Specter. 
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Our legislation will ensure that the basic rules of fair competition apply to insurers in the health 
industry, as part of the reforms that the larger healthcare bill will enact. Our Nation’s antitrust 
laws exist to protect consumers, and it is vital that the health insurance companies are subject to 
these laws. These laws promote competition, which ensures that consumers will pay lower 
prices and receive more choices. 

Last Congress, Senator T rent Lott, the former Senate Republican Leader, and others on both 
sides of the aisle Joined me in introducing a much broader repeal of the insurance industry’s 
antitrust exemption. The bill we have reintroduced this year is a scalc-d-back version directed at 
health insurance. Surely we can all agree that health insurers should not be permitted to Fix 
prices, allocate markets, or to rig a bid. 

Insurers should not object to being subject to the same antitrust laws as everyone else. If they 
are operating in an appropriate way, they should have nothing to fear. It is time for Congress to 
stick up for consumers, rather than roll over for the insurance industry. 

1 feel strongly that we need a public insurance option as part of our health care reform package. 1 
agree with President Obama that a public insurance option w'ould provide competitive pressure 
on private health care insurers and should have the effect of lowering prices. 1 also think we 
need to strengthen our anti-fraud laws and enforcement in connection with health care. However 
Senators feel about tho.se matters, the initiative we are considering today - eliminating the health 
insurance industry’s immunity From Federal antitrust laws — should move Forward as a key 
element of health care refonu. 1 intend to work with the Senate Majority Leader to provide the 
opportunity for all Senators to vote against price fixing and market allocation and bid rigging and 
for fair competition among health insurers. 

American families, doctors and hospitals rely on insurance. It is important to ensure that the 
prices they pay for this insurance are established in a fair and competitive way. 

# # # # # 
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ABSTAIN-. Attorney General Kelly Ayotte 
Attorney General Steve Carter 
Attorney Genera! J.B. Van Hollen 


National Association 
of Attorneys General 



Adopted 

Summer Meeting 
June 19-21, 2007 
Atlanta, Georgia 

RESOLUTION 

OPPOSING PREEMPTION OF STATE INSURANCE REGULATION AND 
SUPPORTING REPEAL OF THE INSURANCE INDUSTRY’S 
EXEMPTION FROM FEDERAL ANTITRUST LAWS 

WHEREAS, the antitrust laws are intended to protect and promote a competitive 
marketplace, benefit all the citizens of the several states, and promote robust innovation; and 

WHEREAS, ,state Attorneys General represent their states and the citizens of their state.s 
in federal antitrust litigation; and 

WHEREAS, the insurance industry wrote a total of approximately ,$l.l trillion in 
premiums in 200.'5, or approximately 10 cents of every dollar of the $1 1 trillion Gross Domestic 
Product'; and, is a significant part of the U.S. economy; and 

WHEREAS, the McCanan-Ferguson Act, l.‘5 U.S.C. §§1011-1015, enacted in 1945. 
affords the business of insurance a significant exemption from the federal antitrust laws and 
precludes enforcement of the prohibitions against anticompetitive practices, such as price-fixing, 
that are almo.st always unlawful outside the business of insurance; and 


WHF^REAS, the McCanan-Ferguson Act has hindered the ability of antitrust enforcers 
to detect, correct, deter and obtain compensation forabu.ses in the insurance sector; and 

WHEREAS, even though state antitrust enforcers achieved significant reforms in the 
liability insurance industry in Hartford Fire Insurance Co. c. California", the defendants in that 


'insurance Information Institute, citing U.S. Department of Commerce, Bureau of 
Economic Analysis. 

‘509 U.S. 764(1993) 
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case significantly delayed the refonns by raising non-meritorious claims of immunity under the 
McCarran-Ferguson Act, that ultimately the United States Supreme Court had to resolve against 
the defendants; and 

WHEREAS, recently, a decade after the Hanford litigation, state Attorneys General 
discovered new instances of anticompetitive conduct in the insurance industry that they chose to 
address under state, rather than federal, law, in part to avoid the delay and uncertainty that might 
have resulted from the assertion of a McCarran-Ferguson Act defense to a federal antitrust claim; 
and 


WHEREAS, a uniform federal antitrust standard would facilitate antitrust enforcement 
and benefit plaintiffs and defendants alike, by reducing disparate actions, under different laws, 
that may yield inconsistent results; and 

WHEREAS, the exchange of information among market participants to achieve pro- 
competitive benefits is not unique to the insurance industry and generally is not prohibited by the 
antitrust laws; and 

WHEREAS, like busines,ses in virtually all other market sectors, entities engaged in the 
business of insurance should not be permitted to enter into agreements that unreasonably restrain 
competition between them; and 

WHEREAS, state regulation of the business of insurance covers far more than antitru.st 
considerations, governing insurance operations, reserves, notices to policy holders, forms of 
policies, and other matters affecting the day-to-day business of insurance; and 

WHEREAS, continuation of this state regulatory regime is consistent with application of 
the antitrust laws; and 

WHEREAS, the National As,sociation of Attorneys General consistently has opposed 
legislation that weakens antitrust standards for specific industries because there is no evidence 
that such exemptions promote competition or serve the public interest; 

NOW, THEREFORE, BE IT RESOLVED THAT THE NATIONAL 
ASSOCIATION OF ATTORNEYS GENERAL: 

1) Opposes preemption of state regulation of insurance; and 

2) Supports repeal of the McCarran-Ferguson Act’s exemption for the business of 
insurance from federal antitrust laws. 


- 9 - 
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“Prohibiting Price Fixing and Other Anticompetitive Conduct in the Health 
Insurance Industry” 

Chairman Leahy, Ranking Member Sessions, and members of the Committee, 1 am 
honored by your invitation to discuss these important topics. My name is Lars Powell, 
and I earned a Ph.D. in insurance from the University of Georgia, and currently hold the 
Whitbeck-Beyer Chair of Insurance and Financial Services at the University of 
Arkansas-Little Rock. I am also a founding board member of Arkansas Mutual 
Insurance Company, a physician-owned medical professional liability insurance company 
and member company of the Physician Insurers Association of America (PIAA), I 
appear on behalf of PIAA in this capacity. 

1 am an author of several studies relevant to this discussion. My research 
investigates performance in medical professional liability insurance (MPLI) markets and 
the role of the McCarran Ferguson Act (McCarran) in promoting competition in the 
insurance industry, among other topics. I encourage members to read my peer-reviewed 
publications that inform this discussion.' 1 will be pleased to provide additional research 
and comments at your request. 

1 would like to specifically address two issues relevant to the topic of this hearing 
and consideration of S. 1681. First, insurance pricing is an inherently difficult task, 
especially in the MPLI line. Repealing McCarran would further exacerbate this 
difficulty. Second, the limited antitrust exemption provided by McCarran enhances 
competition in insurance markets. To repeal McCarran would at best maintain the status 
quo; however, it could also stifle competition to the detriment of consumers. 

1 will also note that the topics of this hearing, price fixing and anticompetitive 
conduct, are prohibited in insurance markets by existing state and federal law, and valid 
evidence of anticompetitive behavior is not observed in insurance markets. 

While my comments primarily apply to medical professional liability insurance, 
there is also substantial overlap to health insurance and the business of insurance in 
general regarding effects of the McCarran Ferguson Act. 


' These include Hoyt, Robert E. and Lawrence S. Powell, 2006. “Assessing Financial Performance in 
Medical Professional Liability Insurance,” Journal of Insurance Regulation, v25, n I (Fall, 2006): 3-13; 
Powell, Lawrence S., 2008. “Assault on the McCarran-Ferguson Act and the Politics of Insurance in the 
Post-Katrina Era,” Journal of Insurance Regulation. v26n3: 3-21 (Spring 2008). 
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Pricing and Regulation of Medical Professional Liability Insurance (MPH) 

Pricing of insurance is inherently very difficult because the price must be set 
before all of the costs are known. Difficulty is amplified for MPL insurance because of 
the long period of time that elapses between the policy period and ultimate settlement of 
claims. On average, an insurer does not know the ultimate outcome of a claim until more 
than four years after the potential loss event. Nonetheless, ex post criticism of MPL 
insurance pricing accuracy is common in public policy debates. 

As insurers receive new information about open claims, they adjust their estimates 
of incurred losses. This process is called loss reserve development. MPL insurers have 
experienced positive and negative loss reserve development in recent decades due to the 
lag between setting prices and receiving information about litigation outcomes and 
trends. Loss reserve development experienced from 1981 through 2006 is shown in 
Figure 1 . When loss reserve development is positive, insurers underestimated initial 
losses. In this case, initial reserves are said to be inadequate. When development is 
negative, initial estimates were higher than ultimate losses, and reserves are said to be 
redundant. 

The long claim tail is the primary reason for loss development in MPLL Not only 
do expected losses change as insurers learn new infomiation, but they also follow distinct 
trends over time. The trend of claim frequency and paid claim frequency has reversed a 
few times in recent decades, leading to substantial mispricing in certain periods. It is 
clear and intuitive to recognize this possibility given the time lag between suspicion and 
confirmation that a trend has reversed. 

In some years, ultimate losses differ from initial estimates by as much as 46 
percent, while in other years the difference is much smaller. Overall, the sum of the 
initial estimates and the ultimate losses are remarkably similar. During the 25-year 
period, initial estimates sura to almost $116 billion and losses developed through 2006 
sum to slightly less than $111 billion; a difference of only 5 percent. 
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Figure 1: MPL Insurance Loss Development through 2006 



Note: Ten-calendar-year loss development shown for losses incurred in years 1981-1997, Development 
through 2006 is shown for subsequent years. 

Source: NAIC InfoPro Database, 1990-2006 

The McCarran Ferguson Act of 1945 

The 79"' Congress enacted Public Law 1 5, better known as the McCarran- 
Ferguson Act of 1945.^ The Act provides a narrow exemption from federal antitrust 
laws, and pertains only to activities that (1) constitute the “business of insurance,” (2) are 
“regulated by State law,” and (3) do not constitute “an agreement to boycott, coerce or 
intimidate or an act of boycott, coercion or intimidation.” 

In practice, McCarran permits several activities conducted by insurance 
companies that would otherwise be prohibited or subjected to scrutiny under the federal 
antitrust laws. Perhaps the most significant consequence of the Act is that it permits 
insurers to pool data through independent statistical agents that produce advisory loss 


“ McCarran-Ferguson Act, 59 Stat. 33,34 (1945), U.S.C.A. §1012 (1958). 
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costs to aid insurers in the ratemaking process.^ It also allows standardization of risk 
classification and policy forms, and joint underwriting ventures.'' Each of these functions 
benefits consumers by promoting financial strength, efficiency and competition in 
insurance markets. 

If policymakers repeal McCarran, consumers will suffer substantial negative 
consequences resulting from a combination of weakened competition in the insurance 
industry and myriad regulatory, legal and operational problems, creating costs that the 
consumers themselves must ultimately bear. 

Advisory loss costs provided by statistical agents are available to insurers for a 
fee. However, the benefits of advisory loss costs vary inversely with market share, 
company size and age of insurers. Small and new insurers have less in-house data to 
analyze than do large insurers. Also, even if statistical agents provided raw historic loss 
data for insurers to analyze, the cost of analyzing loss data represents a much larger 
proportion of a small insurer’s revenues than that of a large insurer. Experts claim these 
costs would be prohibitive for small insurers, effectively eliminating the important 
competition they bring to markets.^ Indeed, empirical evidence suggests that when 
McCarran became law in 1945, its effects differed across insurers based on the types of 
insurance they underwrote and company size. Current analysis by Randy Dumm, Rob 
Hoyt and I shows that enactment of McCarran increased the value of small 
property /casualty insurers and decreased the value of large insurers (Dumm, Hoyt and 
Powell, 2007). 

Some have noted that MPLl carriers and health insurers rely less on aggregate 
loss information than do insurers in other lines. To this end, S.1681 would have less 


’ Statistical agencies include the Insurance Services Office tlSO - www.iso.coni f. Surety and Fidelity 
Association of America (SFAA - wvvw.surctv.ooA and the National Council on Compensation 
Insurance (NCCI ~ w ww.ncci . com 'l. 

“ Five independent statistical agents prepare data for the property and casualty industry. They include; 
Insurance Services Office (ISO), the Independent Statistical Service (ISS), the National Independent 
Statistical Service (NISS), the American Association of Insurance Services (AAIS) and the Mutual 
Service Office (MSO). 

* See testimony of Kevin B. Thompson, FCAS, MAAA before the U.S. Senate Committee on the Judiciary, 
June 20, 2006 Hearing on the McCarran-Ferguson Act: Implications of Repealing the Insurers’ Antitrust 
Exemption; and testimony of James D. Hurley, ACAS, MAAA before the U.S. House of Representatives 
Committee on the Judiciary, October 8, 2009, hearing on; H.R. 3596, the "Health Insurance Industry 
Antitrust Enforcement Act of 2009," 
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effect in the current market environment than in other conceivable scenarios. However, it 
is important to consider not only the current market and the larger market share of 
existing carriers, but also potential changes in these markets and insurers going forward. 

The ability to pool loss cost data through independent statistical agents is most 
important for extreme risks. These include very large losses and new exposures to loss. 
Should the underlying distribution of losses change, as a result of new medicine, new 
disease, or new liability, insurers that currently rely largely on their own past loss data 
would again benefit from advisory loss costs. Any of these aforementioned scenarios 
would introduce substantial new uncertainty to insurance markets. The undeniable result 
of increasing uncertainty in insured outcomes is increased prices for insurance. 

In the context of health insurance, these increased prices would occur, but be less 
pronounced for large group insurance that is effectively experience rated. Rather, the 
most vulnerable set of consumers - those who purchase insurance as individuals and 
small groups - would shoulder the bulk of this price increase. The uncertainty causing 
price increases could be mitigated, at least in part, by data sharing to produce advisory 
loss costs that is currently permitted by McCarran. 

Markets for Medical Professional Liability Insurance 

MPLl markets in the United States currently exhibit substantial competition, 
suggesting that additional antitrust measures would not benefit consumers. I present 
evidence from two perspectives. First, I develop the concept of market competition and 
present analysis of market data consistent competition in MPLl markets. Second, I share 
my recent experience as a board member and consultant for Arkansas Mutual Insurance 
Company. 

In addition to the discussion that follows, it is instructive to consider ownership 
structure of MPL insurers. Approximately sixty percent (60%) of U.S. private physicians 
are insured by physician-owned and directed insurance companies. Many of these 
companies are organized as mutual insurers or reciprocal exchanges, which are owned by 
policyholders. Others are organized as stock insurers, which are typically “for-profit” 
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entities; however, these are owned by physicians or medical associations and, like mutual 
companies, operate for the benefit of policyholders. 

If one is to assume these MPLI companies are price gouging physicians, we must 
reach the flawed conclusion that policyholders are price-gouging themselves. Clearly, 
this outcome defies logic and should be dismissed without further comment. 

Consumers desire insurance premiums that are adequate, but not excessive. If 
premiums are too low (i.e., not adequate), the insurer will not have enough money to pay 
the insured’s claims or provide other services such as loss control and claim processing. 

If premiums are excessive, consumers’ economic disadvantages are obvious. In other 
words, consumers are best served by insurance coverage at the “fair-market premium,’’* 
The fair-market premium is the premium that will be offered and accepted in a 
competitive market. It includes the present value of expected claim payments, expected 
administrative and operating costs (including distribution costs, taxes and regulatory 
fees), and capital costs, also known as a fair profit. These elements ensure that the 
company will have enough money to pay claims and provide services, and create an 
adequate incentive for participation in insurance markets. 

Competitive markets commonly exhibit four characteristics.’ First, they include 
multiple independent sellers with low to moderate market shares. Second, there are 
multiple consumers with enough information to detennine the value of the product. 

Third, the product is relatively homogeneous, allowing consumers to differentiate value 
across offered prices. Finally, barriers to entry and exit are low, allowing new suppliers 
to enter the market if prices rise above the fair-market price, or exit the market if they 
cannot produce the product at the fair-market price. 

Competition among sellers is often considered the most important safeguard for 
consumers of any product, including insurance.* When consumers have choices among 
insurance carriers, the carriers arc forced to compete for consumers’ business. For 
example, assume two insurers. Company A and Company B, offer the same insurance 
policy to identical consumers. If Company A charges more than Company B, consumers 


See Harrington and Niehaus (2001 ) Chapter 8 for a thorough development of fair insurance premiums. 
’ Competition is defined as “workable competition” in the sense suggested in Clark (1940). 

* Some might argue that mutual ownership provides equal if not superior protection for consumers. 
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will buy from Company Company A must cither lower its price or exit the market. If 
insurers in a given market were to collude and fix prices at a level above the fair 
premium, a new company could enter the market, charge the fair-market price, and take 
away the colluding insurers’ market share. 

Insurance markets are competitive 

The role of the limited antitrust exemption provided by the McCarran Ferguson 
Act is to increase competition by promoting the characteristics of competitive markets 
described above. From all indications, the law has been remarkably successful in 
achieving this objective. Numerous studies conducted by academic and government 
researchers find that insurance markets are highly competitive (e.g., Joskow, 1973). 

More than 2700 companies current sell property and liability insurance in the 
United States. Of these, a few hundred participate in MPLl coverage. While a few 
hundred insurers are clearly adequate to suggest markets are competitive, it is also 
instructive to consider that more than 2000 other existing companies could potentially 
enter the market if presented with a profitable opportunity. Finally, it is also possible to 
form a new company - a process in which I recently participated - making the potential 
number of competing firms theoretically infinite. 

Another potential measure of competition in insurance markets is company 
performance. If insurers are colluding to raise prices above the competitive equilibrium 
price, insurance markets should exhibit substantial profits over a lengthy period of time. 

A valid measure of insurer financial performance is return on equity (ROE). It is 
calculated by dividing estimated net income from the MPL line by insurer capital. These 
data are obtained from the NAIC’s Report on Profitability by Line by State. Over the last 
decade MPL insurers averaged just over five percent ROE. In three of these years ROE 
was negative. These results contrast with the preceding decade that produced somewhat 


’ Of course, consumers should also consider service and financial strength of the insurer, but this stylized 
example assumes all other characteristics are equal. It may help to think of the price of insurance as the 
difference between cost and expected benefits (including service and probability of continuing insurer 
financial strength). 
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higher returns.'® Figure 2 displays ROE for MPL insurers and compares it to that of 
other industries. 

Figure 2: Comparing ROE across Industries, 1986-2005 



—X— Diversified Financial —O— Fortune 500 a - Utilities • Medical Liability Insurance 


Source: NAIC Profitability Report, 1995, 2006: and III Fact Book, various years 

The difference in return volatility between MPL insurers and other industries also is 
striking. The standard deviation of annual MPL insurer returns is more than four times 
that of the Fortune 500 index. The high volatility of returns suggests MPL insurer returns 
should exceed that of other industries with less volatile returns; however, returns have 
consistently fallen short of other industries for over a decade. The combination of high 
volatility and tow returns suggests it is difficult to price this type of insurance accurately. 
In summary, it seems clear that if MPL insurers are price gouging their 
policyholders, they are doing a very poor job. 


The arithmetic average ROB from 1996 to 2005 was 5.5%. From 1 986 to 2005. average ROE was 
10 . 1 %. 
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Arkansas ' Market for MPLI - A Case Study in Competition 

In May of 2007, 1 joined a team of physicians and insurance professionals in an 
effort to create a single-state MPL insurance company for Arkansas physicians. At the 
time, one carrier underwrote a substantial share of the market. Our effort was motivated 
more by desire for local control than by identified serious shortcomings in existing 
carriers. Arkansas Mutual Insurance Company entered the market as an admitted carrier 
in January of 2009. 

The ability to access industry loss data was paramount to formation of this new 
insurance carrier. Without access to loss information, we would not have been able to 
form a new company to compete for business from Arkansas’ physicians. Therefore, it 
appears that S,168I would have limited competition. Moreover, extrapolating from my 
experience in Arkansas, several dozen MPL insurers that formed in recent years would 
also be prevented from entering the market. 

Since Arkansas Mutual commenced business, in my role as a consultant and 
executive board member, I have witnessed first hand an incredible level of competition in 
this market. To put this in perspective, Arkansas is a relatively small state with 
population of approximately 2.8 million and about 5,500 physicians who purchase MPLI. 
From 2003 to the present, the number of insurers actively underwriting MPLI in 
Arkansas has increased from one or two to six or seven. This does not include several 
surplus lines carriers who insure non-standard physicians. 

In marketing efforts, Arkansas Mutual has seen one-year decreases in premium 
for some physicians as large forty percent (40%). This aggressive pricing and increasing 
number of market participants indicates substantial competition to the benefit of 
consumers. 

Conclusions 

The impetus of this hearing is S. 1681, thus, it is important to consider the 
expected effects of this bill on the current regulatory framework and outcomes of the 
industry. To summarize my opinion, all of the behaviors this bill seeks to curtail (price 
fixing, bid rigging, and market allocation) are neither apparent in the market, nor 
permitted by current law. 
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In fact, reality is quite to the contrary. Markets for MPLl exhibit characteri.stics 
and outcomes consistent with vigorous competition to provide a product that is inherently 
difficult to price. In certain short periods, this market has incurred substantial losses or 
profits, but over time, the outcomes sum to reflect a balanced competitive market with 
only modest returns. Moreover, because physician-owned mutual insurance companies 
cover a large portion of United States physicians, it is far fetched to suggest price 
gouging occurs in this segment of the market. 

In light of these observations, the best possible expected outcome from repealing 
McCarran is continuation of the status quo. However, it is also likely that repealing 
McCarran could have negative consequence for consumers. Because McCarran currently 
enhances competition in insurance markets, repealing McCarran would naturally reduce 
competition. It could also increase uncertainty in insurance pricing, which leads to price 
increases. 
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The Assault on the 
McCarran-Ferguson Act and 
the Politics of Insurance in 

the Post-Katrina Era* 


Lawrence S. Powell, Ph.D.‘ 


Introduction 

So for more lhan six decades, the insurance industry has 
operated largely beyond the reach of federal competition laws. I 
truly believe that the McCarran-Fcrguson Act’s antitnist 
exemption has allowed insurers to engage in anticompetitive 
conduct, and 1 can find no justif cation to exempt the insurance 
industry from federal government oversight. Such oversight 
could help make certain that the industry i.s not engaging in 
anticompetitive conduct such as price fxing, agreements not to 
pay, and market allocations. 


— Sen. Trent Lott (R-Miss.) 
Statement before the U.S. Senate Committee on the Judiciary 
“The McCarran-Fcrguson Act and Antitrust Immunity. Good for Consumers?” 

March 7, 2007 


* The author thanks the National A.ssocialion of Mutual Insurance Companies (NAMIC) for 
financial support. Robert Dcliciscn. David Reddick and other NAMIC staff provided helpful 
suggestions. The author i.s responsible for all remaining errors. 

I. Whitbcck-Beyer Chair oi’ Insurance and Financial Services, University of Arkansas-Little 
Rock, College of Busine.ss, Department oftconomics and Finance. 
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Journal of Insurance Regulation 


The I lO '' Congress is considering legislation that would repeal a provision of 
the McCairan-Ferguson Act (hereafter referred to as “McCaiTan”) that gives 
insurers a naiTowly targeted limited exemption from federal anlitnisl laws.’ 

This study examines the effort to repeal the limited insurance antitrust 
exemption as part of a broader political movement to “reform” the business of 
insurance, largely in response to contentious issues arising from the catastrophic 
hurricane season of 2005. In addition to the McCarran repeal initiative, the 
movement has spawned a variety of government proposals intended to expand the 
scope of property insurance coverage in catastrophe-prone areas, while at the same 
lime increasing the supply and reducing the cost of insurance in these areas.’ 
Because insurance regulation in the United States is highly decentralized, the 
movement is being driven by a diverse group of actors that includes members of 
Congress, state legislators, governors, insurance commissioners, state attorneys 
general, judges and consumer activists. 

Congress has considered legislation to repeal or modify the McCarran- 
ferguson Act’s insurance antitrust exemption on at least two other occasions since 
the law was enacted in 1945.'' Then, as now, the repeal effort was triggered by a 
perceived crisis in the property-casualty insurance industry that critics claimed 
was the result of anticompetitive insurer collusion facilitated by the industry's 
exemption from federal antitrust nilcs. Proponents of the current repeal effort have 
asserted that, in the aftcmiath of hurricanes Katrina, Rita and Wilma, insurers 
colluded with respect to price, market allocation and claim settling practices under 
the protection from antitrust scrutiny afforded by the Act. 

Today, insurers are facing the formidable challenge of assessing risk in an era 
of increased coastal development and heightened climate volatility. The powerful 


2. See “Insurance Initiislry Competition Act of 2007" (H.R. 1081/S. 618), 

-2 Catastrophe insurance-related proposals introduced in the llOth Congress as of this 
writing include H.R. .23.5.2, which would create a National Catastrophe Ri,sk Consortium that 
stales could join for the purposes of transferring cata,strophe risk through the issuance of risk- 
linked securities or through reinsurance contracts; H.R. 2121, which, as drafted initially, 
contained provisions to increase the borrowing anlhority of the National Hood Insurance 
Program (NFIP) as well as funding for mitigation and updating maps, but now contains a 
provision tliai would include windstonn coverage as part of the NFIP; and S. 292, which would 
establish a bipartisan commission on natural disasters and would require the coninii.ssion to 
pre.scnl a report and recommendations to Congress by December 2008. 

4. Propo,s;ils to repeal the McCarran-Fcrguson Act surfaced in the mid-1980s during the so- 
called liability insurance "crisis.” amid allegations tliat insurers collusivclv set prices above 
competitive levels. While the uproar did not result in any substantive legislative proposals, the 
Insurance Services Otllce in 1990 cea.sed publishing advisory rates and instead began publishing 
lo.ss costs only. This left each insurer to add a mark-up for expenses and return on capital to 
arrive ;a a linal rate. In 1991, Rep. iack Brooks (D-Texas) introduced 11. R. 9, the "Insurance 
Competitive Pricing Act." which attempted to trade the general McCarran antitrust exemption for 
a set ol" targeted “.safe harbor" antitrust exemptions. Negotiations on the i.ssue continued over 
three years and eventually resulted in an agreement in the summer of 1994. H.R. 9 was reported 
I’avoiably out of the House Judiciary Committee, but the elYort ultimately stalled when control of 
the House shifted in that year’s mid-term elections. For a concise history of the McCarran- 
Fergu.son .Act, see Danzon (1 992) and Berringion (2007) 
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statistical tools they use to meet this challenge require large amounts of accurate 
historical data. For several decades, insurers have been allowed to share loss data 
through third-party statistical agents for estimating future losses. In these 
circumstances, applying the federal antitrust laws to insurers could threaten the 
very cooperative behavior that makes it possible for companies to compete in 
catastrophe-prone insurance markets. The McCarran repeal effort could thus 
produce a result that is the opposite of what its proponents intend. 

This study develops and presents evidence supporting four important 
conclusions regarding the proposed repeal of McCatTan: i) Insurance markets 
currently exhibit healthy and vigorous competition; 2) The limited antitrust 
exemption does not lead to collusion among insurers that is harmful to consumers; 
3) Repealing McCarran would impede competition and the operation of insurance 
markets to the detriment of consumers; and 4) There are several viable options that 
policymakers could pursue to increase the availability and lower the price of 
property-casualty insurance that do not involve repealing McCarran. 

Background and Context 

The McCarran-Ferguson Act of 1945 

The history of insurance regulation has been shaped by several landmark court 
decisions and legislative acts. In 1869, the U.S. Supreme Court decided in Paul v.v. 
Pirginla^ that insurance was not interstate commerce and should be regulated at 
the state level. However, the Court overturned the Paul decision in 1944, ruling in 
United States v.v. South-Eastern Underw riters Association^ that the business of 
insurance constitutes interstate commerce and is therefore subject to federal 
jurisdiction under the U.S. Constitution.^ Among other things, the ruling 
effectively meant that federal antitrust laws, including the Sherman Act,'* the 
Clayton Act*^ and the Federal Trade Commission Act,"' would hcnccforih be 
applied to the insurance industry." 

Congress immediately recogni/ed that application of the antitnist laws would 
prevent insurers fi'om jointly collecting and disseminating infonnation that is necessary 
to facilitate competitive ralemaking. Thus, in the year following the South-Eastern 
Undenvriters decision, the 79''’ Congress enacted Public Law 1 .3, better known as the 


5. Piiul V. Virginia, 75 US 168(1868) 

6. United States v. Soulh-Kastern Underwriters .As.sociation, 322 U.S. 533, 64S.Ct. I 162, 88 
L.Ld. 1440 (1944) rehearing denied .323 U.S. 81 1, 65 S.C'l. 26, 89 L.Ed. 646 (1944). 

7. Constitution ofthe United States, Anicle I, Sec. 8 

8. Sherman Act, 13 U.S.C. §§ 1-7(1890). 

9. Clayton Act, I5U.S.C, §§ 12, 13. 14-19, 20,21,22-27(1914), 

10. Federal Trade Commission .Act, 15 U.S.C. 41-58. 

I I, The Sherman Act prohibits restraint of trade and monopolistic practices. The Clayton 
Act prohibits anti-competitive practices; the Robinson-Patman Act (an amendment to the Clayton 
,Acl) prohibits price discrimination among customers who compete against each other. The 
Federal Trade Commission Act proinbits unfair methods of competition and deceptive practices. 
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McCarran-Ferguson Act of 1945.'" The Act provides a narrow exemption from federal 
antitaist laws, and pertains only to activities that (1) constitute the “business of 
insurance," (2) are "regulated by State law,’’ and (3) do not constitute “an agreement to 
boycott, coerce or intimidate or an act of boycott, coercion or intimidation.’’ 

In practice, McCarran pennits scs'eral activities conducted by insurance 
companies that would otherwise be prohibited or subjected to scrutiny under the 
federal antitrust laws. Perhaps the most significant consequence of the Act is that 
it permits insurers to pool data through independent statistical agents that produce 
advi.sory loss costs to aid insurers in the ratemaking process.'^ It also allows 
standardization of risk classification and policy forms, and joint underwriting 
ventures.'"' Each of these functions benefits consumers by promoting financial 
strength, efficiency and competition in insurance markets. 

Catastrophic Risk and the McCarran Antitrust 
Exemption 

The devastating hurricane season of 2005 has greatly increased the level of 
interest in insurance regulatory reform among policymakers at both the state and 
federal levels. With notable exceptions, liowevcr, the ‘'reforms'’ have been limited 
and targeted in nature.''"’ The outlier is Florida, where lawmakers meeting in 
special session in January voted for rate rollbacks and further rate suppression, 
more cxten.sivc coverage mandates, and further displacement of the private 
insurance market by siate-subsidi/ed insurance and reinsurance entities.'^ 


12. McCarran-Fcrguson Act, 59 Stat. 33.34(1945). U.S.C A. §1012 (1958). 

13. Staiisiicai agencic.s tncUtdc ihe Insvtrancc Scr\'iccs Otficc (ISO - skvvw iso. cu m). Surety 

and Fidelity Association of America (SFAA - w\v\v..s».trcrv. oiki). and the National Council on 
Compensation Insurance (NCCI n cci coni). 

14. Five independent statistical agents prepare data for the property and casualty industry. 
They include; Insurance Services OfUce (ISO), the Independent Statistical Service (ISS). the 
National Independent Statistical Service (NISS), the American Association of Insurance Services 
(AAIS) and the Mutual Service Office (MSO). 

15. Two stales that did not follow the regulatory status quo this year were Louisiana and 
South Carolina. In Louisiana, lawmakers enacted IIB 678. which create.s a $100 million incentive 
program for property insurers that conimil new capital to wnte in the .state and to take policies 
out of the Louisiana Citizens Property Insurance Corporation. South Carolina lawmakers, 
meanwhile, enacted (IB 3820, which provides incentives to insurance companies that provide 
coverage within the .state’s wind pool territory and tax incentives for consumers wdio set up 
Catastrophe Savings Accounts or retrofit their homes. 

16. House Bill la. which took ertbet January 25, 2007, contains several provisions that 
many industry' obseners consider puniiive. They include a provision prohibiting fonnation of 
new Florida domestic subsidiaries of a national company (commonly called a “pup company”): 
prohibiting insurers from writing auto insurance in Florida if the insurer writes property 
insurance in another state but does not write property insurance in Florida; requiring the 
Insurance Consumer Advocate to provide an annual report card for each property insurer using a 
letter grade; and requiring an in.surer’s senior oiTcer for Florida business to sign a sworn 
statement of ceruricaiion under oath, with penally of perjury, for rate filings. 
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Meanwhile, federal judges presiding over lawsuits involving Katrina-related 
coverage disputes invoked the “ambiguity doctrine” to void anti-concurrent 
causation clauses in insurance contracts, effectively forcing insurers to provide 
retroactive coverage for which they collected no premium.' It was against this 
backdrop that key members of the U.S. House and Senate introduced the 
“Insurance Industry Competition Act”(H.R. 1081/S. 618),"* 

Homeowners and their insurance carriers faced substantial challenges in the 
wake of back-to-back active hurricane seasons in 2004 and 2005. Seven of the ten 
most costly hun'icanes in U.S. insurance history occurred in the 14 months from 
August 2004 to October 2005: hurricanes Katrina, Rita, Wilma, Charley, Ivan, 
Frances and Jeanne. Insured losses for the seven storms totaled $79.1 billion.''^ 
Nonctheles.s, insurance companies responded with incredible efficiency and 
effectiveness. Approximately 99% of the 1.2 million homeowners insurance 
claims from Hurricane Katrina, including those in hard-hit Louisiana and 
Mississippi, have been settled. Claims payments to homeowners in affected states 
exceeded $16 billion, approximately 93% of which went to Katrina victims in 
Louisiana and Mississippi. 

In Louisiana, approximately 688,000 homeowmers claims, totaling $10.8 
billion, have been settled. In Mississippi, more than 350,000 homeowners claims, 
totaling $5.4 billion, have been settled. Fffcctively all of the nearly 350,000 claims 
from damaged vehicles, totaling $2.2 billion, have been settled. 

Perceived customer service problems were exacerbated by the volume of 
claims and pervasive misunderstanding of flood peril coverage. At the same time, 
insurance prices increased due to a shift in the distribution of expected losses 
caused by the storms. The combination of increased premiums, availability issues 
and consumer satisfaction impediments thrust insurance regulation into the 
political arena. 

Policymakers at the slate and federal levels arc now trying to implement 
legislation they hope will improve consumer satisfaction related to insurance. 
However, the proposal to repeal the McCarran-Fcrguson Act threatens the viability 
of competition in insurance markets — the opposite of its intended effect. Further, 
the repeal of McCarran would generate huge legal costs regarding whatever new, 
untested legislation replaces McCarran, while doing nothing to increase the 


17, See, e.g., Tuepker v. State Farm Fire & Cas. Co., 2006 WL 1442489 (S.D, Miss.); 
Leonard v. Nationwide Mutual Insurance. 2006 No. I;05CV47.5 (S.D, Miss.); and Broussard v. 
Stale Farm Fire & Cas. Co. 2006 No, |•.06ev6-LTS-R^lW tS.D. Miss.) All three cases were 
heard by U.S. Federal District Court Judge L.T. Senter, Jr. 

18. The “Insurance Indu.stry Competition Act" (H.R. 1081/S. 618) was introduced on 
February Ls, 2007. Sen. Patrick Leahy (D-Vt.), who chairs the Senate Judiciary Committee, is 
the bill’s chief sponsor. Co-sponsors include: Senate Majority Leader (lurry Reid (D-Nev ); Sen. 
Mary Landricu (D-La ); Senate Minority Whip Trent Loll (R-Miss.). and Sen. Arlen Specter (R- 
Pu ). Rep. Peter A. DeFazio (D-Ore.) introduced the House version, H R. 1081. Its si.s co- 
sponsors include Rep. Rodney Alexander (R-La.), Rep. Bobby Jindal (R-La.), Rep. Charlie 
Melancon (D-La ), Rep. Bruce Braley (D-Iowa). Rep, W'alter B. Jones. Jr. (R-N.C ), and Rep. 
Gene Taylor (D-Miss). 

id insurance Inrormaticm Institute, Ratrina Fact File. 
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availability and affordability of property insurance. It is therefore imperative that 
lawmakers understand the real causes of insurance problems, while recognizing 
the salutary effects of the limited insurer antitrust exemption afforded by 
McCarran. 

This section develops the following conclusions: 

1. ) Insurance markets are competitive. 

2. ) The limited antitrust exemption provided by McCarran does not lead 

to collusion among insurers that is harmful to consumers. 

3. ) Repealing McCarran would impede competition and the operations 

of insurance markets to the detriment of consumers. 

Market Competition 

Consumers desire insurance premiums that arc adequate, but not excessive. If 
premiums are too low (i.e,, not adequate), the insurer will not have enough money 
to pay the insured’s claims or provide other services such as loss control and claim 
processing. If premiums are excessive, consumers’ economic disadvantages are 
obvious. In other words, consumers are best served by insurance coverage at the 
“fair-market premium. 

The fair-market premium is the premium that will be offered and accepted in a 
competitive market. It includes the present value of expected claim payments, 
expected administrative and operating costs (including distribution costs, taxes and 
regulatory fees), and capital costs, also known as a fair profit. These elements 
ensure that the company will have enough money to pay claims and provide 
services, and create an adequate incentive for participation in insurance markets. 

Competitive markets commonly exhibit four characteristics."' First, they 
include multiple independent sellers with low to moderate market shares. Second, 
there are multiple consumers with enough information io determine the value of 
the product. Third, the product is relatively homogeneous, allowing consumers to 
differentiate value across offered prices. Finally, banners to entry and exit arc low, 
allowing new suppliers to enter the market if prices rise above the fair-market 
price, or exit the market if they cannot produce the product at the fair-market price. 

Competition among sellers is the most important safeguard for consumers of 
any product, including insurance. When consumers have choices among insurance 
carriers, the carriers are forced to compete for consumers’ business. For example, 
assume two insurers. Company A and Company B, offer the same insurance 
policy to identical consumers. If Company A charges more than Company B, 


20. See Harrington and Niehaus (2001) Chapter 8 for a thorough development of fair 
insurance premiums, 

21. Competition is detlncd as "workable competition" in the sense suggested in Clark 
(1940), 


-e- 2008 National .Assoeiaiiim of liisuranec Commissioners 


VerDate Nov 24 2008 10:57 Jun 11, 2010 Jkt 056683 PO 00000 Frm 00151 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56683.TXT SJUD1 PsN: CMORC 



148 


Assault on the McCarran-Fermson Act 

O 


9 


consumers will buy from Company B.“' Company A must either lower its price or 
exit the market. If insurers in a given market were to collude and fix prices at a 
level above the fair premium, a new company could enter the market, charge the 
fair-market price, and take away the colluding insurers' market share. 

Insurance Markets Are Competitive 

The role of the limited antitrust exemption provided by the McCarran 
Ferguson Act is to increase competition by promoting the characteristics of 
competitive markets de.scribed above. From all indications, the law has been 
remarkably successful in achieving this objective. Numerous studies conducted by 
academic and government researchers find that insurance markets are highly 
competitive (e.g., Joskow, 1973). 

The number of sellers in the insurance market is consistent with vigorous 
competition. In 2006, there were 2,783 companies licensed to sell property and 
liability insurance in the United States. Of these, 928 underwrote homeowners 
insurance.’'' Furthermore, insurer formation and expansion activity shows that 
barriers to entry are not excessive. Figure I displays the annual average number of 
companies entering each state’s market for homeowners insurance from 1996 to 
2005. The averages range from three companies per year in Alaska to about 14 per 
year in Illinois. 


22 or course, con.sumcrs should also consider service and financial strength of the in.surcr. 
but this stylized example assumes all other characteristics are equal, (t may help to think of the 
price of insurance as the difference between cost and expected benefits (including service and 
probability ofcontinuing insurer financial strength). 

23. This sample is based on all insurers for which data are available on the National 
Association ofC omniissioners (NAIC) Data Tapes. These data tapes contain the statutory annual 
statement accounting data that are filed with the NAIC by virtually all insurers in the U.S, These 
data are used witli permission of the NAIC. The NAIC doc-s not endorse tiny analysis or 
conclusions based upon the use of its data. 

24. Some companies arc affiliated with other companies in a holding company structure. 
Combining affiliated earners yields 217 unafUliatcd entities writing homeowners insurance. 
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These numbers leave liitle room for doubt that insurance markets are 
competitive. Even if the 928 carriers writing homeowners insurance somehow 
managed to agree to an artificially high price in a state or region, observed 
behavior shows that no excessive barrier prevents other companies from entering 
the region. However, without the limited antitrust exemption provided by 
McCarran, carrier formation and expansion would be all but impossible because 
they would not have access to prior loss data. Commercial lines of insurance, 
especially those covering small businesses, would also be affected similarly, given 
the heavy reliance of most carriers on advisory loss costs in these lines. 

Legal Cooperation Among Insurers Does Not Harm Consumers 

Insurance companies share information via statistical agents for the purpose of 
ratemaking. Therefore, it is correct to say that insurance companies cooperate in 
estimating loss costs. However, the economic implications of this cooperation arc 
either misunderstood or deliberately misrepresented by some insurance industry 
critics. 

If an industry is colluding to hold prices above the fair-market price, we 
should expect it to exhibit extraordinarily high returns when compared to other, 
more competitive industries. This is certainly not the case for property/casualty 
insurance companies. To the contrary, insurance industry returns are substantially 
lower than those of the banking industry and a composite index. Figure 2 
compares U.S. propeity/casuaUy insurance industry reiunt on equity (ROE)'’ to 
that of U.S. banks and a composite index created by averaging industrial and 
service sector returns reported in Fortum magazine. Insurance industry ROE 
averaged less than 8% from 1 996 to 2006. During the same period, commercial 
banking ROE averaged 16%, and a composite index of ROE for multiple 
industries averaged almost 14%-— roughly twice that of insurers. If insurers are 
colluding to raise prices unfairly, they are doing a very poor job. Of course, the 
more logical conclusion is that insurance markets are competitive, and onerous 
regulation suppresses insurance industry returns. 


25. Return on equity is equal to net income after lax, divided by the net worth of the firm 
(as.sets - liabilities). It is a common measure ofperfomiance. 
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Figure 2 . Comparing Return c»i Equity Across Industries, 1996-2006 
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The McCarran-Ferguson Act and Market Conduct of Insurers 

Perhaps the most pciplexing accusation recently brought against insurance 
carriers is that the limited antitrust exemption provided in McCarran somehow 
facilitates unethical market conduct in claim settlement. For example, in testimony 
before the U.S. House of Representatives Committee on Financial Serv ices, Rep, 
Gene Taylor (D-Miss.) declared: 

I’d like you to look into the antitrust. Again, they are exempt 
from the antitrust laws, so is it really fair that State Farm can call 
up Allstate and call up Nationwide and cal! up USAA and say, 

“You know what, if you don’t pay claims, and you don’t pay 
claims, then I won’t have to pay claims.” Under the existing law, 
that is allowed. It’s wrong as all get out, and it should be 
illegal.-" 

No one would deny that such behavior is wrong, which probably explains 
why it is currently illegal in evei^ state.’^ 

In fact, McCarran does not protect such behavior in the claims handling 
process, as it does not shield insurers from actions against unfair and deceptive 
trade practices. In addition. Unfair Claims Practice statutes exist in every state."” 
These laws give the state’s insurance regulator and attorney general 
complementary and mutually supportive authority to monitor, investigate and 
punish insurers that fail to pay valid claims. States also have market conduct 
regimes where regulators examine the behavior of insurers and take corrective 
action if needed. In addition, consumer protection laws in every state apply to 
insurance transactions. Furthermore, federal consumer protection statutes, 
including the Fair Credit Reporting Act, also apply to insurance companies 
(Mirrel, 2008). 


26. “Insurance Claims Paymenl Process in the Gulf Coast Alier llie 2005 Hurricanes,'' 
Hfiiring Before tlic Subcommitlee on Oversight and Investigations of the Committee on 
Financial Services. U.S. Hou.se of Representatives. I lOih Congress, First Session. February 28, 
2007. Printed for the use of the Commitlee on Financial Services Serial No. 110-7. U.S. 
Government Printing Office, available from bookslore.gpo.gov. Statement of the Rep. Gene 
Taylor (D-Miss.). 

27. The crime of '‘collusion" involves (i) a secret agreement among two or more persons, 
and (li) the committing of a fraudulent act. Collusion is an actionable offense under federal and 
state deceptive and unfair trade practices laws. 

28. Current infonnaiion on state unfair claims practices settlement laws can be found at 
namK.- c>rg c^Hiiphancc '('l■ 1 }ft)sScttlemc^U.pdf■ 
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Repealing McCarran Would Harm Consumers 

If policymakers repeal McCarran, consumers will suffer substantial negative 
consequences resulting from a combination of weakened competition in the 
insurance industry and myriad regulatory, legal and operational problems, creating 
costs that they must ultimately bear. 

Advisoi^ loss costs provided by statistical agents arc available to insurers for 
a fee. However, the benefits of advisory loss costs vary inversely with market 
share, company size and age of insurers. Small and new insurers have less in- 
house data to analyze than do large insurers. Also, even if statistical agents 
provided raw historic loss data for insurers to analyze, the cost of analyzing loss 
data represents a much larger proportion of a small insurer’s revenues than that of 
a large insurer. Experts claim these costs vvould be prohibitive for small insurers, 
effectively eliminating the important competition they bring to markets."'* Indeed, 
empirical evidence suggests that when McCarran became law in 1945, its effects 
differed across insurers based on the types of insurance they underwrote and 
company size. Current analysis by Randy Dumm, Rob Hoyt and the author shows 
that enactment of McCarran increased the value of small property/casualty 
insurers and decreased the value of large insurers (Dumm, Hoyt and Powell, 
2007). 

Competition from insurers with relatively small market shares appears 
especially important in the homeowners insurance line. Collectively, insurers 
writing less than $5 million'" direct premiums in a given state hold market share 
that varies substantially across states. In 2006, the market share of smaller insurers 
varied from less than 1% of homeowners insurance in California^' up to 37% in 
South Dakota. Because smaller insurers rely more heavily on advisory loss costs 
than do larger insurers, repealing McCarran poses a substantial threat to states 
where a large percentage of its insurance market would face substantial increases 
in cost. 

Benefits of Pooling Loss Data, Standardizing Forms 

McCarran permits several activities conducted by insurance companies that 
would otherwise be prohibited or subject to costly litigation under federal antitrust 
laws. Perhaps the most important of these is to pennit insurers to pool data via 
statistical agents that produce advisory loss costs to aid insurers in the ratemaking 
process. Insurers arc often required by states to report loss information for this 


29. See testimony ot Kevin B. Thompson, KCAS, MAAA before the U.S. Senate 
Committee on the Judiciary, June 20, 2006 Hearing on the McCarran-Kergiison .Act: Implications 
of Repealing the Insurers' Antitrust E.xcmption. 

30. The $5 million figure is consistently adjusted to real 2006 dollars over the 12-year 
sample period using the Consumer Price Index (CPI). 

31. It is noteworthy that California e-xhibits such low levels of small company participation, 
given Proposition 103 substantially narrowed exeniplions provided by the McCarran Act for 
California insurers in 1488 
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purpose because advisory loss costs promote competition in insurance markets. 
Without advisory loss costs, credible ratemaking information would not be 
available to many small to mid-size insurers whose own loss experience is not 
adequate for estimating loss distributions. Of course, this argument can be 
extended to start-up insurance companies, or companies entering new markets or 
lines of coverage, as well. With no loss data of their own, these companies would 
have limited means by which to responsibly enter the market and compete for 
premiums. 

A related function of the limited antitrust exemption is to allow 
standardization of risk classification and policy language. The broad use of 
standaid policy forms serves at least four functions that benefit consumers. First, it 
ensures that data reported to statistical agents are consistent across insurance 
companies and can thus be accurately pooled to create advisory loss costs. This 
reduces insolvency risk and encourages competition from small and new 
companies. Second, consistent policy language simplifies price comparison for 
consumers, creating a more competitive market. Third, standardization makes 
coverage more reliable by facilitating uniformity in judicial interpretation of 
policy contracts. If all insurance contracts differed substantially, there would be 
more uncertainty for insurers and consumers regarding the outcomes of coverage 
disputes. This would reduce market efficiency and increase the cost of insurance. 
Finally, it would increase the cost of regulatory compliance related to approval of 
policy forms required in most stales. 

Absent McCarran, joint underwriting arrangements among insurers would be 
subject to antitrust scintiny. This would affect several common insurer practices. 
Currently, insurers are allowed to form intercompany pools or syndicates in which 
multiple insurers combine to underwrite very large exposures. This function 
increases market capacity for large risks such as commercial property. It also 
fosters competition by allowing smaller insurers to underwrite sections of large 
accounts that would otherwise face a very thin market. 

Residual market mechanisms represent another form of joint underwriting 
arrangement. The purpose of involuntary (or residual) markets is to make 
insurance coverage available to individuals who cannot obtain coverage in the 
vo!untai7 market. Residual markets are often formed via regulation for coverage 
required by law or common contracts (c.g., automobile liability, workers’ 
compensation or property insurance).^" It is not clear that anlilrust laws would 
permit this practice in the absence of McCarran. 

Participation in guaranty funds would also be threatened if McCarran were 
repealed. Guaranty funds exist in every state to protect consumers when an insurer 
becomes insolvent. If an insurer does not have the financial capacity to pay claims, 
the state takes control of the insurer to guide it through liquidation — the process of 
dividing the insurer's assets among claimants. Once the insurer's assets are 


.32. Residual markets are mostly the result of ill-advj.sed rate regulation, VViiliout the burden 
of rate regulation, residual markets would atTeet far fewer con.sumers; tiouever, their purpose 
would be more easily justified. 
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exhausted, the guaranty fund assesses the remaining insurers in the state to cover 
remaining unpaid losses. 

In response to these concerns, some policymakers have suggested so-called 
safe harbors in federal antitrust laws to permit pro-competitive cooperative 
activities. Discussion of safe harbors is not new and has been consistently rejected 
by scholars and policymakers. It is not practical to craft safe harbor provisions that 
would provide adequate protection for present or future pro-competitive activities 
and would simply introduce uncertainly into the insurance marketplace and invite 
costly and protracted litigation. In light of the infonnation presented in this study, 
it seems clear that the safe harbor that would be most effective in protecting 
insurers from anticompetitive antitrust scrutiny is the one that has been in place for 
the last 62 years — the McCarran-Fcrguson Act itself. There is little room for doubt 
that changing the existing insurer antitrust exemption — with or without “safe 
harbors” — will generate huge legal costs, as insurers would be forced to contend 
not only with government lawsuits but hundreds of private actions as well. Given 
the strong evidence supporting the current federal law, these costs represent 
inefficient, dead weight imposed on an effective and relatively efficient extant 
system. Some large insurers could regard the costs as prohibitive, giving them a 
powerful incentive not to report data or participate in other cooperative activities 
that fitcilitatc competition. 

Regulation of Insurance Markets: Reform is Key to Increasing Availability 
and Affordability 

Meier (1991) makes the following observation: 

Insurance is a highly complex industry; many politicians are 
unwilling to invest their own personal resources to leant the 
nuances of insurance regulation. Although there are ways to 
reduce such infonnation costs, the politician has a variety of 
issues to choose from and, as a result, issues other than 
insurance arc likely to be more attractive to most politicians. 

As Meier suggests, lack of insurance expertise on the part of policymakers 
explains, at least in part, the prevailing misconceptions about the McCarran- 
Fcrguson Act’s effect on insurance markets. It also contributes to the creation and 
persistence of misguided laws and regulations governing the business of insurance. 
But other factors play a role as well. The economic principles of insurance 
regulation arc riddled with idiosyncrasies differentiating public policy related to 
insurance from that of other industries. In terms applied specifically to insurance 
by Meier, insurance is a “complex” product that is infrequently “salient." Cormlcy 
(1986) offers the following definitions of salience and complexity in the context of 
regulation: 
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A highly salient issue is one that affects a large number of 
people in a significant way. Kxpressed a bit differently, salience 
is low unless the scope of conflict is broad and the intensity of 
conflict is high. In contrast, a highly complex issue is one that 
raises factual questions that cannot be answered by generalists or 
laypersons. High complexity docs not necessarily mean that 
technical considerations are paramount or that political 
considerations are unimportant. It does mean that specialized 
knowledge and training arc needed if certain factual qticstions 
are to be satisfactorily addressed. 

Insurance is complex in that it is difficult for laypersons to understand the 
process of setting insurance prices. While insurance consumers are quick to notice 
when prices are increasing, only a small numher of individuals are able to express 
an informed opinion as to whether observed insurance prices are truly excessive 
(or inadequate). Insurance tends to be salient to consumers only w'hcn they 
experience an upward spike in premiums and/or a downward spike in availability. 
Because neither of these events occurs frequently, salience is intermittent, while 
complexity remains constant. The result is that the factors that influence insurance 
prices are ignored or misunderstood by most people outside of the insurance 
industry. Policymakers, for their part, have powerful incentives to acquiesce in the 
populist cal! to “do something" about the rising cost of insurance. 

Unfortunately, the outcome can be to improperly address complexity with 
over-simplified assumptions or overly broad legislative proposals that do little to 
address the fundamental issue at hand. 

The public statements of leading senators in support of the “Insurance 
Industry Competition Act” are consistent with the behavior predicted by the mode! 
described above. For example, according to Sen. Patrick Leahy (D-Vt.), Chairman 
of the Senate Judiciary Committee and sponsor of the Senate version, the bill 
would “simply give the Department of Justice and the Federal Trade Commission 
the authority to apply the antitrust laws to anticompetitive behavior by insurance 
companies." Like the bill's co-sponsors. Sen. Leahy emphasized the linkage 
between the McCarran antitrust immunity and “concerns that insurers have been 
too often denying claims and delaying payouts to residents along the Gulf Coast 
instead of honoring their contractual commitments to their customers and helping 
rebuild that region."*’ 

Sen. Arlen Specter (R-Pa.) cited “the collusive atmcisphere that exists in the 
insurance industry” as the reason why “too many consumers arc paying loo much 
for insurance.” This cost-inflating collusion, he averred, “has become a particular 
problem along the Gulf Coast, where insurers have shared hurricane loss 
projections, which may result in double-digit premium increases for Gulf Coast 


.12. See Slalemenl of Senator Patrick Leahy (D-Vi.) before the U S. Senate Committee on 
the Judiciary. June 20. 2006 Hearing on the McCarran-Ferguson Act: Implications of Repealing 
the Insurers' .'\nlilrust Fxeniplion. 
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homeowners.'”'* Senate Minority Whip Trent Lott (R-Miss.) described his 
amazement at discovering, upon “coming out of Katrina,” that “the insurance 
industry is not subject to antitrust laws,” and that “price fixing in this industry [is] 
not covered by the federal government.”^*’ 

Accusations of collusion to affect price fixing and unfair claim outcomes 
follow exactly Meier’s model of misinformed policymakers promoting populist 
opinions about insurance pricing at a time when insurance becomes salient. 
However, upon closer inspection, there is neither evidence supporting, nor even a 
valid reason to suspect, harmful collusion on the part of insurers. 

It is time to break this pattern of subjecting insurers — and ultimately, 
consumers — to additional unnecessary and onerous regulation when markets react 
to substantial new information such as catastrophic property damage from natural 
or manmade disasters. 

Policy Recommendations 

While insurance markets are made more efficient and competitive by the 
McCairan-Ferguson Act, other laws and regulations governing insurance markets 
are less benign. For years, insurance economists and other industry experts have 
made a consistent and persuasive case for changing the way insurance markets are 
regulated in the United States. In dozens of books and articles, these analysts have 
argued that rate regulation, coverage mandates and restrictions on the use of risk- 
based underwriting criteria distort insurance markets to the detriment of most 
consumers. Modem property-casualty insurance markets, they repeatedly point 
out; exhibit none of the characteristics that warrant the market interventions 
endemic in the insurance regulatory framework of most states. To the contrary, 
insurance markets are characterized by robust competition and relative ease of 
entry and exit. Shortages in the supply of insurance and lack of product 
innovation, where they occur, are direct consequences of the inefficiencies 
wrought by exce.ssive regulation (Cummins, 2002; Harrington, 2000). 


34. See Statement of Senator Arlen Specter (R-Pa.) before the U S. Senate Cummiiiee on 
the Judiciary'. June 20, 2006 I leuring on the McCarran-Fergu.son Act: Iniplications of Repealing 
the Insurers’ Aniiimst Exemption. 

35. See Statement of Senator Trent Lott (R-Miss.) before the U.S. Senate Committee on the 
Judiciary, March 7. 2007. Lott became infuriated with the property and ca.sually insurance 
industry after Stale Farm. Lott’s insurer, determined that the homeowner's policy covering his 
home in Pascagoula, Mi.ss., covered only wind damage and not Hood damage. As a result, Lott 
enlisted his brother-in-law, Dickie Scruggs, a trial attorney, to file a lawsuit again.st State Fann, 
When Lott made his comments before the Judiciary Committee, his lawsuit had not yet been 
resolved. To learn more about Loti’s animosity towards the insurance industry, see Strassel 
(2007). 
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Yet progress toward market-based regulatory reform has been modest at best, 
particularly in several of the most populous states/* Frustration over the apparent 
inability or unwillingness of many stale legislatures and insurance regulators to 
effect meaningful reform has produced a schism among opponents of excessive 
regulation, with some favoring a partial transfer of insurance regulatory authority 
to the federal government from the states, where it has traditionally resided. 
Members of Congress have introduced legislation to create an optional federal 
charter that would allow insurers to choose to be regulated by a newly-created 
federal insurance regulator, thereby escaping the debilitating effects of hyper- 
regulation by the states. ’^ Skeptics of this approach doubt that federal regulation 
would produce the desired reforms, and warn tliat an “optional” charter could 
eventually metastasize into a comprehensive national regulatory regime every bit 
as burdensome and dysfunctional as those in the most problematic states.'** Yet 
despite their disagreement over means, proponents of insurance regulatory reform 
share the common goal of greater market freedom, enhanced competition and 
increased consumer choice. 

A complete litany of measures that policymakers could take to mitigate 
current regulatory shoncomings is beyond the scope of this study. Flowever, 
certain reforms would directly advance an agenda of enhanced competition, 
greater availability of insurance coverage, and more consumer choice. They 
include deregulation of insurance rates and risk-based underwriting practices, 
making cross-subsidies transparent and explicit, and spurring regulatory 
competition among states to improve states’ regulatory environments. 

Following nearly every significant loss-related event affecting insurance 
markets, proposed regulatoi'y responses have involved changes in rating and 
underwriting practices, rather than addressing the underlying element that affects 
affordability and availability of insurance — losses. In many instances, regulation 
of underwriting and rating practices actually has the unintended effect of 
exacerbating problems of affordability and availability of insurance. Only recently 
have some states begun to address the underlying problems leading to affordability 
and availability issues. These include the factors driving the cost of losses, such as 
coastal development and building codes, and the factors hampering the speed with 
which insurers can respond to major events, such as rate regulation and 
underwriting restrictions. 


36. The difnculty in getting states tu consider more market-based regulatory reforms may 
best be exemplifled by the acbons of Florida lawmakers. In 2006, they enacted HB 1980, a 
comprehensive property insurance package which, beginning July I. 2007. would allow insurers 
to increase or decrease rates by up to a 5% statewide average, or 10% lor any territory, without 
approval by the Office of Insurance Regulation as long as the rate was not excessive or unfairly 
discriminatory. However, with the election in November 2006 of Charlie Crist as Governor and 
his relentless campaign to blame insurers for the slate's insurance woes, the Ocx-band provision 
was rescinded during a special legi.slative session in January 2007. 

37. S. 40. introduced 5/24/2007 by Sen. John Siimmu (R-N.H.) and Sen. Tim Johnson (D- 
S.D.). H.R. 3200, introduced 7/26/2007 by Reps. Meliasa Bean {D-l!!.} and Ed Royce (R-Calif). 

38- Sec. for example. National Association of Profc.ssional Insurance Agents (2007). 
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Instirancc rales and underwriting practices are currently regulated to varying 
degrees in most stales. The stated purpose of this regulation is to ensure that rates 
are not inadequate, excessive or unfairly discriminatory. In practice, inadequacy is 
largely ignored, and the operative definitions of “excessive” and “unfairly 
discriminatory” often arc arbitrarily based on interest group pressure rather than 
objective evidence, in a competitive market, excessive premiums are not feasible, 
and discrimination will only occur based on objective risk measures, making them, 
by definition, fair. 

One problem caused by rate regulation is sometimes refen'cd to as “sticky” 
rates because regulation prevents insurers from changing rates to match expected 
costs. Insurers in some states where prior approval rale regulation is especially 
stringent are not able to respond swiftly to changes in expected losses and 
economic conditions. When expected loss costs decrease, they arc inhibited from 
lowering rates because they reasonably fear that regulators will not allow them to 
raise rates when loss costs rise above levels that lower rates would support. 

Suppression of insurance rates via regulation for some high-risk classes also 
has unintended negative consequences. Because insurance companies must price 
coverage to pay for all expected losses out of premiums they collect, they are 
forced to charge low-risk insureds a higher premium than their expected costs 
warrant to make up for the deficits from insufficient rates charged to high-risk 
insureds. Not only is this scenario inherently unfair, it decreases low-risks’ 
incentives to purchase insurance, and decreases high-risks’ incentives to take care, 
further exacerbating the problem. Regulatory reform aimed at enhancing 
underwriting and pricing freedoms will change insurance markets in ways that 
benefit consumers aud society. Specifically, such regulatory changes will result in 
optima! levels of risky activity (i.e., coastal development, safety enhancements and 
driving) and insurance prices reflecting insureds’ true expected loss costs. If 
policymakers’ intent is to subsidize some (generally high-risk) insurance 
consumers that complain about high prices, this should be made clear in the law 
and to voters. 

Summary and Conclusion 

The McCaiTan-ferguson Act of 1945 was enacted to protect certain activities 
in the insurance industry that enhance market competition and financial strength. 
Insurers have traditionally become a popular target for the anger and frustration of 
consumers when prices increase or availability becomes more limited. Such 
irritation increased following the hurricanes of 2004 and 2005. Some members of 
Congress have responded in part by mounting a well-intentioned albeit misguided 
effort to repeal the McCairan- Ferguson Act and subject insurers to further federal 
antitrust scrutiny. 

The evidence presented in this study supports the conclusion that McCarran 
benefits insurance consumers, and that repealing it would harm consumers. It 
shows that insurance markets are characterized by vigorous competition, and 
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moreover, that insurance companies arc not earning excessive returns as would an 
industry that successfully colludes to inflate prices. In fact, insurers exhibit quite 
small returns when compared to other industries. Finally, this study describes the 
operational obstructions and prohibitive legal costs associated with repealing 
McCarran. The proposal to repeal McCarran appears to stem from a fundamental 
misunderstanding of insurance markets and insurance regulation. 
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Property Casualty Insurers Association of America (PCI) 

S. 1681, the “Health Insurance Industry Antitrust Enforcement Act of 2009” 


Committee on the Judiciary 
United States Senate 
October 14, 2009 


The Property Casualty Insurers Association of America (PCI) is pleased to 
offer testimony on the impact of S, 1681, the Health Insurance Industry Antitrust 
Enforcement Act of 2009, which would amend the McCarran-Ferguson Act as it 
applies to health and medical malpractice insurers. PCI is the leading property- 
casualty trade association representing more than 1 ,000 insurers, the broadest 
cross-section of insurers of any national trade association. Our members are 
leading providers of home, auto and business insurance, including providing 
protection for doctors, hospitals and other medical providers against lawsuits for 
professional liability. Our testimony briefly highlights some of the unintended 
consequences that S. 1681 would have in reducing competition for consumers in 
the medical malpractice insurance market. 

S. 1681 would expressly outlaw price fixing, bid rigging, and market 
allocations for health and medical malpractice insurers. However, the National 
Association of Insurance Commissioners (NAIC) opined on an earlier version of 
the bill several years ago that “no state insurance regulator has seen evidence 
that suggests medical malpractice insurers have engaged or are engaging in 
price fixing, bid rigging, or market allocation.’’ We are not aware of any credible 
contrary evidence that would justify the amendments proposed in S. 1 681 . 
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S. 1681 is a solution in search of a problem and in fact would reduce competition 
by increasing trial lawyer suits and making it more difficult for insurers to enter 
into new markets or new insurers to be created. 

Background on McCarran-Ferguson 

The McCarran-Ferguson antitrust exemption was enacted by Congress in 
1945 in response to a Supreme Court decision that preempted state control and 
governance of insurance, McCarran provides that: 

"No Act of Congress shall be construed to invalidate, impair or 

supersede any law enacted by any State for the purpose of 

regulating the business of insurance” (15 U.S.C. 1012(b), 1013(b) 

(1976)). 

McCarran does not give insurers a blanket exemption from antitrust laws. In fact, 
every state has laws governing insurer information sharing and rates to foster a 
stable and competitive marketplace. Rather, Congress passed McCarran 
recognizing that insurance is a local issue with very different regional risks and 
tort laws, and that the states are better equipped to respond to local competitive 
needs than the federal government. In addition to state antitrust and insurance 
law, federal antitrust law will apply unless: 

(1) The activity is the business of insurance, 

(2) The activity is regulated by state law, and 

(3) The activity does not involve boycott, coercion or intimidation. 

Insurance is relatively unique in that it is one of the few industries that 
must price its product before it knows the costs of providing the products, which 
are known as ‘‘loss costs.” Therefore, insurers must have a reliable way of 
projecting those loss costs in order to price their products in a sound manner. 
McCarran-Ferguson and the delegation of antitrust supervision of insurers to the 
states was enacted to facilitate the pooling of historical loss cost data necessary 
for sound underwriting, residual market mechanisms, risk pools, assessment 
allocation, forms uniformity, and a number of other areas that Congress and the 
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states have agreed promote competition. Many larger medical malpractice 
insurers, including many PCI members, do not rely heavily on industry-w/ide 
prospective loss costs to support their ongoing medical liability products because 
they write enough business to have a statistically significant base of information 
without need to use industry-wide data. However, start-ups and many medium 
and smaller insurers need such information on an ongoing basis. Even large 
insurers of any size seeking to enter new states, markets, classes of business, or 
product lines depend upon industry wide data that is available to them only 
because of the McCarran antitrust exemption. Repealing the McCarran antitrust 
delegation would affect the marketplace only by imposing a massive barrier to 
entry for new competition and smaller insurers, raising costs and further reducing 
choices for consumers. 

Pooling of Loss Information Is Critical for Small Insurers to Compete 

Many small and medium-sized “Main Street" insurers rely heavily on 
organizations such as the Insurance Services Office (ISO), which collect 
industry-wide data and develop prospective loss costs. This pooling of loss 
information enables these insurers to be able to more accurately predict their 
own projected costs, compete on coverage underwriting with an actuarially based 
price, and determine their necessary surplus to set aside for solvency. Without 
state governed loss pooling, insurers who do not dominate a particular market 
would have too little data to develop actuarially reliable rates, would have to 
charge consumers an extra risk premium, and would be more prone to 
insolvency. Research by the Wharton School of the University of Pennsylvania 
confirmed that repeal of McCarran Ferguson would likely reduce competition, 
increase the cost of insurance and reduce availability for some high-risk 
coverages, because the threat of antitrust litigation would make insurers unwilling 
to engage in efficiency-enhancing cooperative activities. ' 


' Patricia M. Danzon, the Wharton School of the University of Pennsylvania, The McCarran 
Ferguson Act Anticompetitive or Procompetitive?, Regulation - The Cato Review of Business and 
Government, 1991. 
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ISO also helps standardize coverage language to reduce legal uncertainty 
and enable consumers to compare policies and shop for rates. ISO and related 
statistical organizations do not publish joint rates - only prospective loss costs 
that are so critical for many insurers. Prospective loss costs are only one 
component of the final premium an insurer will charge - others include expenses, 
risk considerations, underwriting standards and the target rate of return. The 
Department of Justice has previously determined that ISO's activities fall within 
the McCarran-Ferguson exemption because it is part of the business of 
insurance regulated by state law. 

Price fixing, bid rigging, and market allocations are generally illegal under 
state antitrust laws, but in any event, insurers do not use the McCarran-Ferguson 
antitrust exemption to engage in those anti-competitive practices. Insurers, 
including medical malpractice insurers, do use the exemption for the pro- 
competitive purpose for which the Congress adopted it in 1945, i.e., to collect 
and use industry-wide prospective loss cost data that will assist them not in price- 
fixing, but in making their own, independent actuarially sound decisions about 
pricing their products. Abuses are not permitted under state insurance law. All 
states have laws governing rates and insurance conduct, generally prohibiting 
any rates that are excessive, inadequate, or unfairly discriminatory. 

The McCarran antitrust exemption was particularly useful in helping to 
resolve the availability and affordability "crisis” that existed in the medical liability 
insurance market in the 1980s. In response to that, a number of doctor-owned 
mutual insurance companies were formed to provide medical liability coverage to 
the doctors who owned the companies. This helped fill the gap that had 
developed in the medical liability insurance market. But without aggregate loss 
information, many of the doctor-owned medical malpractice insurers would not 
have been able to enter the business when they were so sorely needed. And the 
absence of that aggregate data today would be a barrier to market entry for all 
new start-up insurers in the medical malpractice market. Over time, it could 
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threaten the small company franchise, prevent new entrants into the insurance 
industry, and have a chilling effect on the ability of existing insurers of all sizes to 
expand into new markets, classes of business, or new product lines. 

Background on Medical Malpractice Insurance 

According to the Congressional Research Service (CRS), most 
malpractice insurers are currently provider-owned companies.^ In fact, the 
American Hospital Association has indicated that 40% of its member hospitals 
are self-insured. For physicians who cannot find coverage, many states have 
established joint underwriting residual markets, underwriting associations, and 
excess liability funds. CRS reports that 30 years ago, medical malpractice was 
largely provided by large diversified insurers. However, these providers were 
unable to obtain an adequate rate of return on capital and exited the 
marketplace. The remaining smaller insurers, and even geographically 
concentrated medium-sized insurers seeking to expand into additional markets, 
are now more reliant than ever on pooled loss information to increase 
competition. 

Costs are Driven by Trial Lawyer Lawsuits 

CRS listed as the top cause of increasing medical malpractice costs the 
“Tort System: 'Frivolous' Lawsuits and High Damage Awards’’, noting that 
insurance premiums have increased as a matter of course with claims from 
settlements and awards skyrocketing. CRS noted that a Joint Economic 
Committee study in 2003 reached the same conclusion that the tort system is the 
root of the problem, and that the Congressional Budget Office in 2004 cited 
“increased payments of claims as a major factor in driving medical malpractice 
insurance costs’’ (with other market forces also contributing).^ A comprehensive 
Government Accountability Office (GAO) study found that “Increased losses on 


^ Congressional Research Service, Medical Malpractice: An Overview, RL 33358, May 5, 2006 
(CRS), 

^CRS, pp.11-12 
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claims are the primary contributor to higher medical malpractice premium rates.”"' 
GAO found that return on net worth for medical malpractice insurers declined 
precipitously from 1990 to 2001, generating significant and increasing net losses 
over time. GAO concluded that 

This declining profitability has caused some large insurers either to 
stop selling medical malpractice policies altogether or reduce the 
number they sell... [additional funds could be obtained] through 
capital markets, but even then, convincing investors to invest funds 
in medical malpractice insurance when profits are falling can be 
difficult.® 

Since state laws reining in tort costs vary widely, GAO noted that medical 
malpractice loss experiences vary dramatically across their sampled states, with 
wide variations in premium rates, but that states are passing laws to reduce 
pressure on malpractice costs, mostly by “limiting the number of claims filed, the 
size of awards and settlements, and the time and costs associated with resolving 
claims.”® 

Conclusion 

Because medical malpractice insurers do not engage in price fixing, bid 
rigging, or market allocations, adding an express prohibition on those practices to 
the existing McCarran exemption would have no benefit, but would pose a 
serious danger. Courts are likely to assume that the Congress passed the bill for 
a reason and might infer that the Congress intended to prohibit activities the 
exemption now protects - and the only things it protects now are the pro- 
competitive activities described above. Thus, by passing S. 1681, the Congress 
would jeopardize those pro-competitive activities, the absence of which could bar 
new entrants into the market and complicate the efforts of some existing medical 
malpractice insurers to price their products responsibly. Moreover, Section 3 of 


U.S. General Accounting Office, Medical Malpractice Insurance, Multiple Factors Have 
Contributed to Increased Premium Rates, p. 15 and 43, GAO-03-702, June 2003 (GAO), 
®GAO, p.31 

® GAO, Highlights and p.41. 
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the bill would appear to single insurers out by denying to them standard antitrust 
defenses that are available to others, including the defense that actions 
undertaken pursuant to a state mandate are exempt from federal antitrust laws 
(state action doctrine). 

The Congress is justifiably concerned about the rising cost of health care, 
and we share that concern. We are encouraged that President Obama 
recognized the role that medical malpractice costs play in increasing health care 
costs when he suggested a willingness to support tort reforms as part of the 
health insurance reform package now being considered in the Congress. He 
recognizes that our extraordinarily litigious society is contributing to spiraling 
health care costs and he has correctly identified the key elements - the practice 
of defensive medicine (increasing health care costs) and numerous malpractice 
suits and excessive awards (increasing insurance premiums, and thus health 
care costs). Reducing abusive litigation will help bring down insurance costs and 
will help ameliorate the impact those costs have on overall health care costs. 
Amending McCarran-Ferguson in a way that will jeopardize the pro-competitive 
activities that permit small and medium “Main Street" insurers to compete in the 
medical malpractice market and all insurers to enter new markets will have 
exactly the opposite effect on costs and consumer choice. 

We appreciate the opportunity to offer our thoughts on the negative impact 
this bill could have on the medical malpractice insurance market, and we would 
be pleased to provide any further assistance the Committee may require. 
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S. 1681, the “Health Insurance Industry Antitrust Enforcement Act of 2009” 

Committee on the Judiciary 
United States Senate 
October 14, 2009 

The Property Casualty Insurers Association of America (PCI) is pleased to 
offer testimony on the impact of S. 1681, the Health Insurance Industry Antitrust 
Enforcement Act of 2009, which would amend the McCarran-Ferguson Act as it 
applies to health and medical malpractice insurers. PCI is the leading property- 
casualty trade association representing more than 1 ,000 insurers, the broadest 
cross-section of insurers of any national trade association. Our members are 
leading providers of home, auto and business insurance, including providing 
protection for doctors, hospitals and other medical providers against lawsuits for 
professional liability. Our testimony briefly highlights some of the unintended 
consequences that S. 1681 would have in reducing competition for consumers in 
the medical malpractice insurance market. 

S. 1681 would expressly outlaw price fixing, bid rigging, and market 
allocations for health and medical malpractice insurers. However, the National 
Association of Insurance Commissioners (NAIC) opined on an earlier version of 
the bill several years ago that “no state insurance regulator has seen evidence 
that suggests medical malpractice insurers have engaged or are engaging in 
price fixing, bid rigging, or market allocation.” We are not aware of any credible 
contrary evidence that would justify the amendments proposed in S. 1681 . 


PCI 
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S. 1681 is a solution in search of a problem and in fact would reduce competition 
by increasing trial lawyer suits and making it more difficult for insurers to enter 
into new markets or new insurers to be created. 

Background on McCarran-Ferguson 

The McCarran-Ferguson antitrust exemption was enacted by Congress in 
1945 in response to a Supreme Court decision that preempted state control and 
governance of insurance. McCarran provides that: 

"No Act of Congress shall be construed to invalidate, impair or 

supersede any law enacted by any State for the purpose of 

regulating the business of insurance” (15 U.S.C. 1012(b), 1013(b) 

(1976)). 

McCarran does not give insurers a blanket exemption from antitrust laws. In fact, 
every state has laws governing insurer information sharing and rates to foster a 
stable and competitive marketplace. Rather, Congress passed McCarran 
recognizing that insurance is a local issue with very different regional risks and 
tort laws, and that the states are better equipped to respond to local competitive 
needs than the federal government. In addition to state antitrust and insurance 
law, federal antitrust law will apply unless: 

(1) The activity is the business of insurance, 

(2) The activity is regulated by state law, and 

(3) The activity does not involve boycott, coercion or intimidation. 

Insurance is relatively unique in that it is one of the few industries that 
must price its product before it knows the costs of providing the products, which 
are known as “loss costs.” Therefore, insurers must have a reliable way of 
projecting those loss costs in order to price their products in a sound manner. 
McCarran-Ferguson and the delegation of antitrust supervision of insurers to the 
states was enacted to facilitate the pooling of historical loss cost data necessary 
for sound underwriting, residual market mechanisms, risk pools, assessment 
allocation, forms uniformity, and a number of other areas that Congress and the 
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states have agreed promote competition. Many larger medical malpractice 
insurers, including many PCI members, do not rely heavily on industry-wide 
prospective loss costs to support their ongoing medical liability products because 
they write enough business to have a statistically significant base of information 
without need to use industry-wide data. However, start-ups and many medium 
and smaller insurers need such information on an ongoing basis. Even large 
insurers of any size seeking to enter new states, markets, classes of business, or 
product lines depend upon industry wide data that is available to them only 
because of the McCarran antitrust exemption. Repealing the McCarran antitrust 
delegation would affect the marketplace only by imposing a massive barrier to 
entry for new competition and smaller insurers, raising costs and further reducing 
choices for consumers. 

Pooling of Loss Information Is Critical for Small Insurers to Compete 

Many small and medium-sized “Main Street” insurers rely heavily on 
organizations such as the Insurance Services Office (ISO), which collect 
industry-wide data and develop prospective loss costs. This pooling of loss 
information enables these insurers to be able to more accurately predict their 
own projected costs, compete on coverage underwriting with an actuarially based 
price, and determine their necessary surplus to set aside for solvency. Without 
state governed loss pooling, insurers who do not dominate a particular market 
would have too little data to develop actuarially reliable rates, would have to 
charge consumers an extra risk premium, and would be more prone to 
insolvency. Research by the Wharton School of the University of Pennsylvania 
confirmed that repeal of McCarran Ferguson would likely reduce competition, 
increase the cost of insurance and reduce availability for some high-risk 
coverages, because the threat of antitrust litigation would make insurers unwilling 
to engage in efficiency-enhancing cooperative activities. ' 


' Patricia M. Danzon, the Wharton School of the University of Pennsylvania, The McCarran 
Ferguson Act Anticompetitive or Procompetitive?, Regulation - The Cato Review of Business and 
Government, 1991. 
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ISO also helps standardize coverage language to reduce legal uncertainty 
and enable consumers to compare policies and shop for rates. ISO and related 
statistical organizations do not publish joint rates - only prospective loss costs 
that are so critical for many insurers. Prospective loss costs are only one 
component of the final premium an insurer will charge - others include expenses, 
risk considerations, underwriting standards and the target rate of return. The 
Department of Justice has previously determined that ISO's activities fall within 
the McCarran-Ferguson exemption because it is part of the business of 
insurance regulated by state law. 

Price fixing, bid rigging, and market allocations are generally illegal under 
state antitrust laws, but in any event, insurers do not use the McCarran-Ferguson 
antitrust exemption to engage in those anti-competitive practices. Insurers, 
including medical malpractice insurers, ^ use the exemption for the pro- 
competitive purpose for which the Congress adopted it in 1945, /.e., to collect 
and use industry-wide prospective loss cost data that will assist them not in price- 
fixing, but in making their own, independent actuarially sound decisions about 
pricing their products. Abuses are not permitted under state insurance law. All 
states have laws governing rates and insurance conduct, generally prohibiting 
any rates that are excessive, inadequate, or unfairly discriminatory. 

The McCarran antitrust exemption was particularly useful in helping to 
resolve the availability and affordability “crisis" that existed in the medical liability 
insurance market in the 1980s. In response to that, a number of doctor-owned 
mutual insurance companies were formed to provide medical liability coverage to 
the doctors who owned the companies. This helped fill the gap that had 
developed in the medical liability insurance market. But without aggregate loss 
information, many of the doctor-owned medical malpractice insurers would not 
have been able to enter the business when they were so sorely needed. And the 
absence of that aggregate data today would be a barrier to market entry for all 
new start-up insurers in the medical malpractice market. Over time, it could 
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threaten the small company franchise, prevent new entrants into the insurance 
industry, and have a chilling effect on the ability of existing insurers of all sizes to 
expand into new markets, classes of business, or new product lines. 

Background on Medical Malpractice Insurance 

According to the Congressional Research Service (CRS), most 
malpractice insurers are currently provider-owned companies.^ In fact, the 
American Hospital Association has indicated that 40% of its member hospitals 
are self-insured. For physicians who cannot find coverage, many states have 
established joint underwriting residual markets, underwriting associations, and 
excess liability funds. CRS reports that 30 years ago, medical malpractice was 
largely provided by large diversified insurers. However, these providers were 
unable to obtain an adequate rate of return on capital and exited the 
marketplace. The remaining smaller insurers, and even geographically 
concentrated medium-sized insurers seeking to expand into additional markets, 
are now more reliant than ever on pooled loss information to increase 
competition. 

Costs are Driven by Trial Lawyer Lawsuits 

CRS listed as the top cause of increasing medical malpractice costs the 
“Tort System; ‘Frivolous’ Lawsuits and High Damage Awards”, noting that 
insurance premiums have increased as a matter of course with claims from 
settlements and awards skyrocketing. CRS noted that a Joint Economic 
Committee study in 2003 reached the same conclusion that the tort system is the 
root of the problem, and that the Congressional Budget Office in 2004 cited 
“increased payments of claims as a major factor in driving medical malpractice 
insurance costs” (with other market forces also contributing).^ A comprehensive 
Government Accountability Office (GAO) study found that “Increased losses on 


^ Congressional Research Service, Medical Malpractice: An Overview, RL 33358, May 5, 2006 
(CRS). 

^CRS, pp.11-12 
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claims are the primary contributor to higher medical malpractice premium rates.”'’ 
GAO found that return on net worth for medical malpractice insurers declined 
precipitously from 1990 to 2001, generating significant and increasing net losses 
over time. GAO concluded that 

This declining profitability has caused some large insurers either to 
stop selling medical malpractice policies altogether or reduce the 
number they sell... [additional funds could be obtained] through 
capital markets, but even then, convincing investors to invest funds 
in medical malpractice insurance when profits are falling can be 
difficult.® 

Since state laws reining in tort costs vary widely, GAO noted that medical 
malpractice loss experiences vary dramatically across their sampled states, with 
wide variations in premium rates, but that states are passing laws to reduce 
pressure on malpractice costs, mostly by “limiting the number of claims filed, the 
size of awards and settlements, and the time and costs associated with resolving 
claims.”® 

Conclusion 

Because medical malpractice insurers do not engage in price fixing, bid 
rigging, or market allocations, adding an express prohibition on those practices to 
the existing McCarran exemption would have no benefit, but would pose a 
serious danger. Courts are likely to assume that the Congress passed the bill for 
a reason and might infer that the Congress intended to prohibit activities the 
exemption now protects - and the only things it protects now are the pro- 
competitive activities described above. Thus, by passing S. 1681, the Congress 
would jeopardize those pro-competitive activities, the absence of which could bar 
new entrants into the market and complicate the efforts of some existing medical 
malpractice insurers to price their products responsibly. Moreover, Section 3 of 


'' U.S. General Accounting Office, Medical Malpractice Insurance, Multiple Factors Have 
Contributed to Increased Premium Rates, p. 15 and 43, GAO-03-702, June 2003 (GAO), 
GAO. p.31 

GAO, Highlights and p.41 . 
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the bill would appear to single insurers out by denying to them standard antitrust 
defenses that are available to others, including the defense that actions 
undertaken pursuant to a state mandate are exempt from federal antitrust laws 
(state action doctrine). 

The Congress is justifiably concerned about the rising cost of health care, 
and we share that concern. We are encouraged that President Obama 
recognized the role that medical malpractice costs play in increasing health care 
costs when he suggested a willingness to support tort reforms as part of the 
health insurance reform package now being considered in the Congress. He 
recognizes that our extraordinarily litigious society is contributing to spiraling 
health care costs and he has correctly identified the key elements - the practice 
of defensive medicine (increasing health care costs) and numerous malpractice 
suits and excessive awards (increasing insurance premiums, and thus health 
care costs). Reducing abusive litigation will help bring down insurance costs and 
will help ameliorate the impact those costs have on overall health care costs. 
Amending McCarran-Ferguson in a way that will jeopardize the pro-competitive 
activities that permit small and medium “Main Street’’ insurers to compete in the 
medical malpractice market and all insurers to enter new markets will have 
exactly the opposite effect on costs and consumer choice. 

We appreciate the opportunity to offer our thoughts on the negative impact 
this bill could have on the medical malpractice insurance market, and we would 
be pleased to provide any further assistance the Committee may require. 
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Testimony of 

The Honorable Harry Reid 

U.S. Senator 
Nevada 

October 14, 2009 


STATEMENT OF SENATOR HARRY REID 
Senate Judiciary Committee Hearing 
on 

"Prohibiting Price Fixing and Other Anticompetitive Conduct in the Health Insurance Industry" 
October 14, 2009 

Mr. Chairman and members of the Judiciary Committee, thank you for inviting me to testify at 
this hearing. 

Since 1945, the insurance industry has enjoyed exemption from federal antitrust laws because of 
the McCarran-Ferguson Act. 


Pat McCarran, who was the senior Senator from Nevada at the time, lent his name to this piece 
of legislation. Although we're both Nevadans, I'm not sure what Pat McCarran had in mind when 
he pushed this bill. 

And if Pat were around today, he couldn't be happy with the state of the insurance industry. 

I've received hundreds of letters from constituents who are struggling to find adequate and 
affordable health care. 

One of my constituents in Boulder City runs a small business. She's paying well over $1000 per 
month for the most basic health care package she can find, her rates keep going up, and there's no 
other company that will insure her. 

Another ofmy constituents, a psychologist who runs a small practice with just a few employees, 
has always paid 100% of his workers health care costs. The insurance company he uses has 
decided to raise his rates by over 46 percent. He won't be able to afford to cover his employees 
for much longer, and they will join the ranks of the uninsured. And they have no options. 

Free competition is fundamental to our economy and essential to the American character. 

It is of the upmost importance that we make sure the insurance industry is playing by the same 
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rules as everyone else, and that they are subject to competition. 

Competition is what allows great ideas to flourish, and it improves prices and quality for 
consumers. 

It allows new businesses to enter the market. 

!t gives incentives to entrepreneurs, and it fuels innovation. 

America's free and open marketplace gives consumers choices and encourages risk taking, and it 
has been the birthplace for the greatest economy in the history of the world. 

That is why we have federal laws that prohibit price-fixing, bid rigging and collusion between 
companies within an industry. When companies are forced to compete with one another, the 
American people benefit. 

Providing an exemption for insurance companies to antitrust laws has been anticompetitive and 
damaging to the American economy. 

Health insurance premiums have continued to rise at a rapid rate, forcing businesses to cut back 
on health insurance coverage and forcing many families to choose between health insurance and 
basic necessities. 

All too often, working families have to forego health insurance. In fact, the primary reason 
people are uninsured is due to the high and escalating costs of health insurance. 

The increasing costs also impact the costs of government health program like Medicare and 
Medicaid and the co,sts of providing health insurance to federal government employees. 

And despite rising costs, insurance companies are accused of underpaying doctors for their 
services. 

And we've seen exactly what you would expect to see when you protect an industry from 
antitrust laws: 

Insurance companies have become so large they dominate entire regions of the country. 

They have become so powertul they block start up businesses from entering the market, and they 
put smaller companies out of business. 

They have become so dominant that they dictate business practices. 

They are so influential that they exert tremendous influence over public policy. 

In particular, exempting health insurance companies has had a negative effect on the American 
people. 

Health insurance companies have so much authority that they often dictate what course of 
treatment patients will receive. 

Health insurance monopolies shouldn't be making health care decisions for patients. No one 
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should come between a patient and their Doctor when it comes to making health care decisions. 

Patients should be able to choose, ju.st like members of Congress are able to choose, from a 
variety of different health care plans. 

There is no reason why insurance companies should be allowed to form monopolies and dictate 
health choices. 


There is no reason why the insurance companies should have e.xemption from antitrast laws. To 
the extent insurance companies need to share information to provide their sendees, let them do 
what other industries have to do - seek prior authorization and guidelines from the Department 
of Justice for how they can work together. 

They should be subject to the same federal oversight as every other industry. Their price-setting 
and infonnation sharing practices .should not be permitted to take place out of public view, but 
should be brought out into the light of day. 

I urge all of my colleagues to join me in supporting the Health Insurance Industry Antitrust 
Enforcement Act. Thank you. 
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Good morning, Mr. Chairman and members of the Committee. 1 am pleased to be 
here today to present the views of the Department of Justice on the Committee’s 
reconsideration of the McCarran-Ferguson Act’s antitrust immunity for the business of 
insurance. 

Prior to 1944, regulation of the business of insurance was seen as the exclusive 
province of the states. In that year, the Supreme Court held in United States v. South- 
Eastern Underwriters Association’ that the insurance business was within the regulatory 
power of Congress under the Commerce Clause, and thus was subject to the antitrust 
laws. This decision was perceived to threaten state authority to regulate and tax the 
business of insurance. The McCarran-Ferguson Act was designed to return the legal 
climate to that which existed prior to South-Eastern Underwriters by specifically 
delegating to the states the authority to continue to regulate and tax the business of 
insurance. It also created a broad antitrust exemption based on state regulation. This 
antitrust exemption applies where three basic requirements are met: (1 ) the challenged 
activity must be part of the “business of insurance,” (2) that business must be regulated 
by state law, and (3) the activity must not constitute boycott, coercion, or intimidation. 

Repeal or reform of the broad antitrust exemption currently enjoyed by the 
business of insurance has been a perennial subject of interest. In 1 977, a Justice 
Department study concluded that the insurance industry could function competitively 
without the protection of the McCarran-Ferguson Act. The National Commission for the 
Review of Antitrust Laws and Procedures recommended in 1979 that the broad 
exemption in the Act be replaced by narrowly drawn legislation adopted to affirm the 
lawfulness of a limited number of collective activities under the antitrust laws. The 1989 
' 322 U.S. 533. 
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report of the American Bar Association Commission to Improve the Liability Insurance 
System contained a generally similar recommendation. 

The Antitrust Modernization Commission recently reviewed whether the 
McCarran-Fcrguson Act is necessary to allow insurers to collect, aggregate, and review 
data on losses so that they can better set their rates to cover their likely costs. The AMC 
found that it was not. The AMC said that insurance companies “would bear no greater 
risk than companies in other industries engaged in data sharing and other collaborative 
undertakings.” In particular, the AMC said, “[l]ike all potentially beneficial competitor 
collaboration generally . . . such data sharing would be assessed by antitrust enforcers and 
the courts under a rule of reason analysis that would fully consider the potential 
procompetitive effects of such conduct and condemn it only if, on balance, it was 
anticompetitive,”^ Significantly, the AMC added that “[t]o the extent that insurance 
companies engage in anticompetitive collusion ... then they appropriately [should] be 
subject to antitrust liability.”’ 

In addition to these reviews, this Committee and other bodies of Congress have 
held several hearings on the McCarran-Ferguson exemption over the years, and have 
introduced various bills that would eliminate the current exemption or replace it with a 
narrower one affording continued protection to certain procompetitive activities. The 
pros and cons, as well as the particulars, of legislative reform of the McCarran-Ferguson 
antitrust exemption have thus been thoroughly and carefully debated. 

^ Antitrust modernization Comm’n, Report and Recommendations 351 (2007) (footnotes omitted), 
available at http://govinfo.library.unt.edu/amc/report_recomiiiendation/amc_final report.pdf. 

^ The American Bar Association of Antitrust Law shares these views, concluding recently that the “historic 
justification for the McCarran-Ferguson Act’s antitrust exemption appears to have lost most or all of its 
former appeal.” Section of Antitrust Law, Am. Bar Ass’n, Federal Statutory Exemptions from 
Antitrust Law 159 (2007). 
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The Department is generally opposed to exemptions from the antitrust laws, 
whether they be industry-specific or general, in the absence of a strong showing of a 
compelling need. The antitrust laws reflect our society’s belief that competition enhances 
consumer welfare and promotes our economic and political freedoms. Exceptions from 
that policy should be — and fortunately are — ^relatively rare. Those who advocate the 
creation of a new antitrust exemption, or the preservation of a longstanding exemption 
such as that contained in the McCarran-Ferguson Act, rightfully bear a heavy burden in 
justifying the exemption. 

The exemption has been subject to criticism as to its re.sults. One antitrust treatise 
notes that under the McCarran-Fergu.son Act “the presence of even minimal state 
regulation, even on an issue unrelated to the antitrust suit, is generally sufficient to 
preserve the immunity.”'* Indeed, the case law can be read as suggesting that the Act 
precludes federal antitrust action whenever there is a state regulatory scheme, regardless 
of how perfunctory or ineffective it may be.^ It is fair to say that the McCarran-Ferguson 
Act antitrust exemption is very expansive with regard to anything that can be said to fall 
within “the business of insurance,” including premium pricing and market allocations. 

As a result, “the most egregiously anticompetitive claims, such as naked agreements 
fixing price or reducing coverage, are virtually always found immune.”^ 

Concerns over the exemption’s effects are especially relevant given the 
importance of health insurance reform to our nation. There is a general consensus that 
health insurance reform should be built on a strong commitment to competition in all 
health care markets, including those for health and medical malpractice insurance. 

’ I A Phillip E. Areeda & Herbert Hovenkamp, Antitrust Law *1 2 1 9c, at 25 (3d ed. 2006). 

' See, e.g., Ohio AFL-CIO v. Insurance Rating Board, 45 1 F.2d 1 1 78 (6lh Cir. 1971). 

^ AREEDa & Hovenkamp, supra note 2, f 2 19d, at 3 1 , 
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Repealing the McCarran-Ferguson Act would allow competition to have a greater role in 
reforming health and medical malpractice insurance markets than would otherwise be the 
case. 

In considering any alleged need for an antitrust exemption, the flexible nature of 
the antitrust laws as interpreted in such recent cases as General Dynamics,^ GTE 
Sylvania,^ Broadcast Music,"^ Northwest Wholesale Stationers,'^ and £)flg/7er" must be 
recognized. Allegations that particular procompetitive behavior would violate the 
antitrust laws and thus should be exempted from their application can fail to take account 
of the economically sound competitive analysis that is used today to carefully 
circumscribe per se rules and fully analyze other conduct under the rule of reason. 
Congress has occasionally recognized a need for clarification of a proper antitrust 
standard or adjustment of antitrust remedies, but the flexibility of the antitrust laws and 
their crucial importance to the economy argue strongly against antitrust exemptions that 
are not clearly and convincingly Justified. 

There are strong indications that possible Justifications for the broad insurance 
antitrust exemption in the McCarran-Ferguson Act when it was enacted in 1945 are no 
longer valid today. To the extent that the exemption was designed to enable the states to 
continue to regulate the business of insurance, it is no longer necessary. The “state 
action” defense, which had been announced by the Supreme Court in Parker v. Brown' ~ 
in 1943, but was undeveloped in 1945 when the McCarran-Ferguson Act was enacted, 

^ United States v. General Dynamics Corp., 415 U.S. 486 (1974). 

* Continental T.V., Inc. v. GTE Sylvania, Inc., 433 U.S. 36 (1977). 

Broadcast Music, Inc. v. Columbia Broadcasting Sys., Inc., 441 U.S. 1 (1979). 

Northwest Wholesale Stationers, Inc. v. Pacific Stationary and Printing Co., 472 U.S. 284 (1985). 

" Texaco Inc. v. Dagher, 547 U.S. 1 (2006). 

'^317 U.S. 341. 
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has now been the subject of many Supreme Court opinions. This defense allows a state 
effectively to immunize what the antitrust laws otherwise may proscribe by clearly 
articulating and affirmatively expressing a policy to displace competition, and by actively 
supervising any private conduct that might be involved. 

Moreover, the application of the antitrust laws to potentially procompetitive 
collective activity has become far more sophisticated during the 62 years since the 
McCarran-Ferguson Act was enacted. Some forms of joint activity that might have been 
prohibited under earlier, more restrictive doctrines are now clearly permissible, or at very 
least analyzed under a rule of reason that takes appropriate account of the circumstances 
and efficient operation of a particular industry. Thus, there is far less reason for concern 
that overly restrictive antitrust rulings would impair the insurance industry’s efficiency. 

In sum, the Department of Justice generally supports the idea of repealing 
antitrust exemptions. However, we take no position as to how and when Congress should 
address this issue. In conjunction with the Administration’s efforts to strengthen 
insurance regulation and states’ role in setting and enforcing policies, the Department 
supports efforts to bring more competition to the health insurance marketplace that lower 
costs, expand choice, and improve quality for families, businesses, and government. As 
you know, the Administration has been working with the Congress to enact health care 
reform that lowers costs and offers affordable coverage to all Americans. Yesterday, the 
Senate Finance Committee became the fifth and final committee to report out a health 
reform bill. The President has said that these reforms “would greatly benefit Americans 
from all walks of life, as well as the economy as a whole.” We know that you share this 
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goal, and we look forward to working with you and your colleagues in achieving our 
common objectives. 


Mr. Chairman, this concludes my prepared statement. I would be happy to 
address any questions that you or the other members of the Committee may have. 
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STATE OF lOWA 


COMI.OtSSICNER □>= ir4£UR' 


:E 


Ocober 13,2009 

The Honorable Charles E. Qrassley 

United Slates Senator 

135 Kan Senate Oftlcc Building 

Washington, D.C. 20510 

Sent Via Email 

Re; McCarran-Fergusen Act.'Tlealth Insurance 


Dear Senator Grassicy: 


I want to thank you for the opponuniiy lo to you on a topic for which I an quite familiar. Please 
note that the views expressed in this letter arc my own views. 1 am not representing any otlier insui-uncc 
commissioner or the National Association of Insurance Commissioners. For the past live years, I have 
been the Iowa Insurance Commissioner. One of m.y duties as Commissioner is to regulate health 
insurance carriers licensee to wTiie business in Iowa including the review and approval of the bcalih evrre 
premiurOvS charged by insurance carriers and sold to lowans. 

I am writing to respond to recent statements mude concerning the McCarran-Ferguson Act, It has been 
reported that some members of the United State-s Se.nate believe tlta* the McCanan-Ferguson Act allows 
insurance oaiTicra to “collude and conspire"’ regarding rates and the pricing of health in.sumncc and r har 
they can meet in the same room and decide the rate.? for instU'ance premiums. Further, it ha.* been 
.suggested that There is no oversight of how health insurance carriers .set rales. 

I want to infonrt you that such an opinion is ii;cc-rreci. In fact, .VkCarran-Fergu.son, witich provides lor 
the state regulation of insurance dees not allow for any of collusion. Each state is authorized under 

this Act to regulate insurance including the rates set for insurance premiums. For example, in the state of 
Iowa, there are statutes w'hich specifically outline the rats guideline,^ and restrictions allowed by health 
insiu'ancc carriers. TIteso statutes provide guidfuice on wiia* type, of rating factors ait lusuraiice carrier 
may use in formulating it.'’ raic.s. For individual health insurance rates caniers must get pre-approval from 
the Slate insurance commissioner before charging a certain preiniuin rate. And in tact, there are many 
instances where our office ha.s denied premium rate reque.sts by insurance cainers because we do not 
believe the experience of '.he earner justifies the rate requested. 

it is rny understanding that all 50 states, the District of Columbia and the teiTitories all have similar laws 
?.nd rcgttlations which provide for cvcr.sight of the healtli insurance carriers selling health insurance 
coverage within ihcir jurisdictions. State laws van- from state to state, but csscntialiy, they all .require 
some form of review of the rates set by caniets and require the insurance carrier to justify these rates 
based upon, rating faciors and experience. The National .Association of Insurance Carrisxs ha? worl.cd 
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setting rsTes tbii are adeq'iate and basod upon thic unique expaiences of individua; c-arriers 
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I would add Thai Lhsre are many other health care deliver}' systems not legulaied by suite insurance 
dspsrtments where costs continue to increase wdih no resttnction? C' ON'ersight on prerorams. For example, 
ERISA-based self-funded health care plans are regulated by the U-S. Departnicnt of Labor, I am unaware 
of any rate resU'icnoas that tlie federal government has placed on these plans. In addition,, Medicaid and 
Medicare do not have the same tyne of rate restrictions, review- ajid oversi ght tiia.: state-regulated health 
insurance plans musi raeci. In short, state insurance roguiarors bocanse of McCa-rran-Fcrgfison axt 
protecting consumers by’ a S'trong syslem of rate review. 

The notion dtai McCarran-Fergu.snn i.s the cause of high healir. instirance premiums is not based upon fict. 
There aio many factors that cause rates to increase including liiglr utilization, underlyhig health care 
delivery costs, and plan design to naiT;e jusi a few. State insurance cointTiissioncrs and their dcparijiicnis 
constantly monitor the increasing cost of healllt insurance. Working :n concert witli their state le.gtslators 
and Governors, iasuiance commissioners arc seeking tvays to ease the ptessuro of high premiums costs. 
We take our role seriously, 

Please know that we stand rcEKiy to a.ssist you in your goal to find greater a,ccess and affordability of 
health care coverage for ail Amcncan.s. W’c understand the concerti-s of our state citizens and work wnii 
them every day to answer their questions and help them solve prcbiKirs. They deserve oijj coordinated 
efforts in this ai’c.a. 

ThanJe you for allowing me this opportunity to express my concerns about the McCarran-Ferguson -Act. 
This federal law has provided states rbe ability to protect their consumers. I also believe itb': a law wonh 
preserving, 

Siiicereiy, 


Susan E- Voss 
Commissioner 
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